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Russia, Iran and Qatar have 58% 
of the world’s natural gas reserves. 


The U.S. has 3%. 


So what does that mean for us? 
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Fact is: 


China is re-shaping our world. 
And none of us can afford to ignore it. 
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¢ Banking and Investment - a guide to investment opportunities and potential pitfalls 

¢ Industry Focus - industry-specific focused briefs and indepth analysis 

+ Eye on Politics - political affairs and changes in leadership that will have an 
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OES THE PUBLIC dissatisfaction with Thai Prime Minister 
Thaksin Shinawatra and Philippine President Gloria Arroyo 


suggest that Southeast Asia is not suited to democracy? Thatis 


a conclusion many in the region are all too willing to leap to. The super- 
cilious government officials we have to interview, the unctuous business- 
men we try to avoid at Asia Society events, heck, even some bumptious 
hacks we see propping up the bar of Hong Kong’s Foreign Correspon- 
dents Club all declaim that democracy is a curse, not a blessing. 

As Hal Hill and Peter Warr write in this issue, such elitist generaliza- 
tions are not warranted. Despite the surface similarities, there are many 
substantive differences between the two countries. It is too simplistic to 
lump the two together and conclude that some common phenomenon is 


at work, But one thing is true—in both nations, the urban, educated elite 


has become chronically dissatisfied with their elected leaders. 

Colum Murphy argues that in Mr. Thaksin’s case, that is largely the 
result of his arrogant and heavy-handed style of rule. Not content with an 
overwhelming majority and unprecedented power, he set about under- 
mining the independence of institutions that were supposed to provide 
a modicum of checks and balances. Meanwhile, Ms. Arroyo has failed to 
tackle corruption and provide the personal integrity voters expected. 

In other words, Thailand and the Philippines suffer from too little 
democracy, not too much. There is much more to true democracy than 
just holding elections. Without a framework of secure civil liberties 
and mechanisms through which citizens can hold leaders accountable, 
democracy can easily devolve into the tyranny of the majority, or the 
plaything of demagogues. As Jonathan Unger warns, many of China’s 
rising middle class are fearful of such an outcome and as a result are 
resistant to political reforms that they perceive might upset their ris- 
ing standard of living. 

The fact remains, however, that even imperfect democracy is a safe- 
guard against disastrous policies like those under Mao Zedong that led 
to the deaths of tens of millions of people. And elections are the thin end 
of the wedge that ultimately allows the middle class to secure the full 
range of benefits it seeks. That is the process Thailand and the Philip- 
pines are now passing through. It may be a messy transition, especially 
when it is combined with other teething pains of development. But the 
respectable citizens out protesting—as the archives piece this month 
recalls, in 1992 they were labeled the “yuppie mob”—don’t seem to have 
the slightest doubt that democracy is worth sacrificing for. 

H.R. 
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No Loose Cannons 


HUGO RESTALL’S JANUARY/FEBRUARY es- 
say “Chen Shui-bian’s Last Hurrah” woe- 
fully misrepresents the complex reality 
and dynamism of Taiwan’s democratic 
transition. He constructs a caricature of 
Taiwan’s democracy by portraying Presi- 
dent Chen Shui-bian, the duly elected lead- 
er of Taiwan, as a “demagogue second to 
none.” He strings together misjudgments 
and errors of fact to paint a distorted pic- 
ture of Taiwan’s democratic consolidation 
as a one-man political show, with no refer- 
ence to the public support for the policies 
of the Democratic Progressive Party gov- 
ernment or President Chen. 

Mr. Restall’s description of President 
Chen’s “recent behavior” in his 2006 New 
Year’s Day address illustrates his lack of 
knowledge of Taiwan’s political process 
and legal system. For example, the refer- 
ence to a “new Taiwan constitution” in 
Mr. Chen’s address does not mean the en- 
actment of an entirely separate document 
through an extraconstitutional process. 
Rather, it reflects the need for a compre- 
hensive and systematic revision of the ex- 
isting constitution, which simply does not 
meet the needs of modern Taiwan’s highly 
developed economy and its democratic so- 
ciety of 23 million. It must not be forgot- 
ten that this re-engineering will abide by 
due constitutional procedures and is part 








THE FAR EASTERN ECONOMIC REVIEW wel- 
comes letters to the editor sent via fax to (852) 
2503-1530, by email to letters@feer.com or by 
post to GPO Box 160, Hong Kong, Submissions 
must include the author’s full name, address and 
daytime contact numbers. The REVIEW reserves 
the right to edit letters for length and clarity. 





of Taiwan’s effort to strengthen good gov- 
ernance and deepen democracy. 

In his New Year’s Day address, Mr. 
Chen also unveiled a new guiding principle 
for regulating Taiwanese investment and 
trade with the P.R.C.: “proactive manage- 
ment, effective liberalization.” It bespeaks 
amore “proactive” stance that will ensure 
more precise regulation in some areas and 
more relaxed treatment in other sectors. 

One must keep in mind that 70% of 
Taiwan’s overseas foreign direct invest- 
ment is now concentrated in the P.R.C.— 
an exposure any responsible government 
on Earth would consider risky. The new 
policy, therefore, must not be inaccurately 
characterized as a “crackdown.” Instead, it 
is designed to more effectively manage in- 
vestment risks against Beijing’s overt aim 
of using its economic attraction to exert 
political pressure. 

In addition, the claim that United Mi- 
croelectronics Corporation Chairman 
Robert Tsao and other umc executives 
were indicted for “doing business in Chi- 
na” is simply false. Mr. Tsao was indicted 
for breach of trust to umc stockholders for 
making investments through third-coun- 
try proxies in He Jian Technology (Su- 
zhou) Ltd. without the prior approval of 
umc’s board of directors or shareholders. 

Mr. Restall also makes a particularly 
offensive misjudgment when he inter- 
prets actions taken as part of Taiwan’s 
process of democratic reform as “pushing 
the envelope with real and symbolic mea- 








CORRECTION 


A review of The Vietnamese Boat People in the 
March issue misstated the value of Vietnam’s an- 
nual exports. The correct figure is $31 billion. 
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sures that bring the island closer to for- 
mal independence.” Taiwan has no need 
for “a plebiscite on independence,” nor 
does President Chen need to “declare in- 
dependence,” as the Republic of China on 
Taiwan is already an independent and sov- 
ereign country. Any change to this status 
quo will need to be approved by the people 
of Taiwan through national referendum, 
in accordance with the Referendum Law 
that was incorporated into the constitu- 
tion in November 2003. 

Mr. Restall misrepresents Taiwan’s eco- 
nomic performance record by ignoring rel- 
evant and accurate economic indices. In 
fact, Taiwan’s economic performance dur- 
ing Mr. Chen’s presidency is quite in line 
with, if not better than, those of other Asian 
“newly industrialized countries” such as 
South Korea. Moreover, employment-gen- 
erating policies adopted by the Chen ad- 
ministration reduced the jobless rate to a 
relatively low 3.86% as of the end of 2005. 

Cheng Wen-tsang 
Minister, Government 
Information Office 
Republic of China (Taiwan) 
Taipei 


Everybody’s Doing It 


DAVID KANG AND Adam Segal’s March 
essay “The Siren Song of Technonational- 
ism” correctly concludes that the national- 
ist agenda promoted by Asian states is an 
often overlooked element in their pursuit 
of technological autonomy. However, the 
authors tarnish an otherwise excellent es- 
say by erroneously defining technonation- 
alism as particular to Asia. 

They imply that by Asian states are the 
only ones who strive for technological 
independence in order to enhance their 
status. In concluding, “the world may be 
flatter, but it is still populated by nation- 
states seeking to increase their wealth, 
_ power, and status,” the authors effectively 


a 


wave a finger and chide “naughty naugh- 
ty,” as if the other countries of the world 
do not strive to increase their own wealth, 
power, and status. 

Technonationalism should not be nar- 
rowly defined as the desire of Asian states 
to free themselves from dependence on 
Western technologies. Instead, it should 
be defined as the desire of one state to free 
itself from dependence on another state’s 
technologies. Technonationalism is not 
unique to the Asian region or the Asian 
culture, but manifests itself whenever a 
nation strives for international recogni- 
tion and true independence. 

This explains why U.S. President John F. 
Kennedy was determined to best the Sovi- 
ets in the race to the moon. It explains why 
the Europeans insisted on forming Airbus 
and establishing their own aerospace in- 
dustry, contrary to economic logic. And it 
explains why the U.S. continues to spend 
billions upon billions in R&D to maintain 
its technological lead. Without independent 
innovation, a nation would never be able to 
claim an equal place in the world, regard- 
less of how “flat” that world may be. 

Though the rules have changed and we 
may never see another world conquest the 
likes of the Mongol Empire under Genghis 
Khan, the game is still on. The generals 
are traded in for cEos, officers for law- 
yers, bankers, and accountants, and rank 
and file for blue and white collar workers. 
The objective is not to capture towns and 
cities, but to capture market share. 

Consequently, research is no longer 
concentrated on developing advanced 
weaponry, but developing sustained com- 
petitive advantages through innovative 
technology. It’s a new paradigm of world 
domination—War 2.0—and the Asian na- 
tions are only learning the ropes from the 
old dominators and playing catch up to 
earn an equal place in this world. 

John C. Chien 
Shanghai, China 
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Motoring Along 


JIAN SUN’S MARCH essay “China: The 
Next Global Auto Power” is insightful. 
Nonetheless, I have a few points to com- 
plement his observations. 

Firstly, inside joint ventures, foreign 
parties care more about enhancing pro- 
duction capacity and reducing costs 
for parts-supply than transferring core 
technology and localizing research and 
development. Indeed, foreign parties’ re- 
strictions on technical transfer frustrates 
Chinese parties’ pursuit for self-devel- 
oped products and self-owned technology. 
In contrast, Chinese firms emphasizing 
self-led R&D finally cultivate a superior 
technical capability in making low-end 
vehicles, vis-a-vis Jvs; i.e., Chery and 
Geely self-develop and produce engines 
and automatic gearboxes, while many svs 
fail to do so. Consequently, svs lose mar- 
ket share to local rivals. 

Secondly, China’s auto industry is seg- 
mented regionally—most companies de- 
pend on local protectionism (i.e., Chery is 
systematically supported by its local gov- 
ernment). The current environment is far 
from ripe for an industry-wide consolida- 
tion. If any meaningful consolidation is to 
happen among Chinese automobile mak- 
ers, as told by Mr. Sun, it will take place 
in the form of cross-shareholdings rather 
than M&A, due to the imbroglio among lo- 
cal interest groups. 

Thirdly, localization of components 
production is the keynote in China’s auto 
industry development policy, and Chinese 
car companies and Jvs respond to it by es- 
tablishing localized supplier networks; 
thus it is foreseeable that China is to be 
a superpower in automobile components 
production, whether it ends up a major au- 
tomobile exporter or not. 

Steven Wang 
Stockholm 


Critical Thinkers 


LEO GOODSTADT’S JANUARY essay “A Long 
March to Democracy in Hong Kong” is 
right about the general desire for greater 
democracy in Hong Kong. But he is mis- 
taken that the “public seems happy to pay 
the price for its political principles,” imply- 
ing that the general public in Hong Kong 
supports the pan-democratic camp’s veto 
of the government’s reform proposals. 

According to a December 2005 Chi- 
nese University opinion poll, although 
two-thirds of the interviewees wanted a 
timetable for universal suffrage to be in- 
cluded in the government’s reform pack- 
age, this did not translate into a support of 
the veto. Only 26.4% of the interviewees 
believed that the lack of a timetable was 
a reason to veto, whereas 56.4% thought 
otherwise. Although the public wanted 
more, it still thought the proposals were 
a (small) step forward and backed them. 
Even after the Dec. 4 march, support for 
the reforms (49,9% ) still outweighed op- 
position (28.9%). The public is far from 
monolithically antigovernment, despite 
being generally pro-democracy. 

If pro-democracy feelings translate 
into antigovernment sentiment, as Mr. 
Goodstadt seems to suggest, one would 
expect the general public to be dissatis- 
fied with the government in the wake of 
its reform defeat. A January 2006 Chi- 
nese University opinion poll indicated 
that the reform defeat had virtually no 
effect on the general public’s perception 
of the chief executive (68.8% approval). 
The government’s approval rating fell by 
a mere 0.7% compared to a month before. 
Mr. Goodstadt is right about the discrimi- 
nating nature of the public, but errs in be- 
lieving that critical thinking is aimed only 
at the government. 

Patrick Arthur Hung-Siu Tan 
Hong Kong 
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‘Thaksin, Get Out!’: © 
Why Thais Are Angry | 


by Colum Murphy 





BOUT HALF A kilometer 
from the center of Sank- 
amphaeng Village, just 
outside the northern 
Thailand city of Chiang 
Mai, effigies of three men dangle from a 
crude gallows. Beneath them hang a 
wreath and sash inscribed with a message 
in Thai: “Traitors Go Home!” Fifty meters 
down the dusty street, near a giant image 
of King Bhumibol Adulyadej, a banner pro- 
claims in English: “Love Our King, Love 
Our Country, Love Thaksin.” 

The three traitors are Sondhi Limthong- 





kul, Maj. Gen. Chamlong Srimuang and 
Suriyasai Katasila, leaders of the People’s 
Alliance for Democracy (PAD), the group 
spearheading a protest movement to oust 
Prime Minister Thaksin Shinawatra. Here 
in the heart of Thaksinland, the deep-seat- 
ed hatred for the trio is palpable. This is 
where Mr. Thaksin was born in 1949, and 
where he spent his formative years. And it 
was to this place that the prime minister 





came, in the days leading up to the April 2 
general election, to get away from the 
hoards of demonstrators in Bangkok that 
were calling for his resignation. 

Sitting in their rickety noodle shop 
across the street from the gallows, septua- 
genarians Udom Hanta and his wife Pens- 
iri Karnchana smile broadly when asked: 
about the effigies. If they know who is re- 
sponsible for erecting the temporary monu- 
ment, they certainly aren’t saying. “Thailand 
doesn’t like those three,” says Mr. Udom, a 
retired school teacher, nodding in their di- 
rection. “They make the country look as if 
it has no law and no king. But it does.” 

“Mr. Thaksin followed the law. These 
people who don’t like him don’t follow the 
law,” says Mr. Udom. “This is a problem for 
Thailand and business is down as a result.” 
Mr. Udom, dressed in a blue Hawaiian 
shirt and shorts, his neck laden with Bud- 
dhist amulets, has fond memories of Mr. 





os Mr. Murphy is deputy editor of the REVIEW. 
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Thaksin as a young boy peddling beverages 
from his father’s coffee shop around town. 
Thanks to Mr. Thaksin, he says, the coun- 
try’s drug problem has been cleaned up, 
and underground gambling curbed. And 
the prime minister has provided farmers 
with much needed debt relief, he adds. 


HAT HAS CAUSED Thailand— 
for so long a model of democ- 
racy among oppressive 
Southeast Asian regimes—to become so 
politically polarized? More importantly, 
what are the avenues out of this political 
impasse? 

Increasingly, Thais are not willing to 
allow their leader to interpret a “mandate 
from the people” as a signal for him to do 
as he pleases. Instead, they want a leader 
who is prepared to use his mandate appro- 
priately, and to respect the sanctity of state 
institutions that act as checks and balanc- 
es onthe system. On all these counts, many 
Thais say, Mr. Thaksin has failed. 

Understanding who makes up the pro- 
and anti-Thaksin parties is relatively easy. 
Uncovering the deep roots of antipathy to- 
wards former telecom mogul Mr. Thaksin, 
however, is quite another matter. 

Thanks to his populist policies aimed 
at poor farmers, who constitute an over- 
whelming majority of Thais, Mr. Thaksin 
has successfully managed to secure enthu- 
siastic support in most rural areas. In ad- 
dition, he retains the backing of certain 
quarters of the nation’s elite, namely those 
that have benefited from the prime minis- 
ter’s tendency to reward loyalty or, as 
some put it, his unabashed cronyism. 
Those opposing Mr. Thaksin come from 
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diverse backgrounds—professionals, NGOs, 
religious groups, the media—but share 
some common characteristics: They are 
urban, mainly from Bangkok, and relative- 
ly well educated. | 

From 2001 when Mr. Thaksin first 
came to power, some analysts were skepti- 
cal of him simply because his appointment 
represented the marriage of big business 
and politics. But for many, the real eye- 
opener came in 2003 when he launched a 
crackdown on methamphetamines which 
resulted in the killing of an estimated 
2,200 people at the hands of the police and 
others, Not surprisingly, the campaign 
drew harsh criticism from human-rights 
organizations. 

“The callousness of that was breath- 
taking,” says Chris Baker, a writer and not- 
ed authority on Mr. Thaksin. The “war on 
drugs” gave people the green light to go 
out and kill those thought to be involved 
in the drug trade, says Mr. Baker. 

Mr. Thaksin has also drawn ire over his 
bungling of the problems in the restive 
south of the country where strife between 
Muslim ethnic Malays and Thai authori- 
ties have claimed more than one thousand 
lives over the course of the past two 
years. 

Yet perhaps more than one single inci- 
dent, it is Mr. Thaksin’s autocratic and ar- 
rogant style that has prompted many Thais 
to call for his resignation. Critics accuse 
Mr. Thaksin of abusing his mandate from 
the people—he garnered 19 million votes, 
or 61% of the vote, and 377 of the 500 seats 
in the February 2005 parliamentary elec- 
tions—to bully or ignore the country’s par- 
liament and bypass other constitutional 
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institutions by strategically populating 
them with his supporters. Mr. Thaksin is 
accused of gaining an unprecedented grip 
on, among others, state bodies such as the 
election commission, the antimoney-laun- 
dering commission and the inland revenue 
department. His alleged appropriation of 
these institutions for his own gain, they 
say, renders Mr. Thaksin accountable to 
nobody and makes a mockery of the true 
spirit of democracy. His contempt for me- 
dia freedoms does not help his standing ei- 
ther. In addition to calling for his 
resignation, the PAD and the opposition 
parties are demanding constitutional re- 
form that will grant greater independence 
to state institutions. 

One turning point came in September 
2005, when a talk show by media figure 
Sondhi Limthongkul (one of the hanging 
effigies in Sankamphaeng) was taken off 
state television. Infuriated, Mr. Sondhi 
started weekly rallies in Lumphini Park in 
central Bangkok calling for the resignation 
of his former friend Mr. Thaksin. 

But the real catalyst for change came in 
January this year when the Thaksin fam- 
ily decided to sell off its controlling stake 
in telecommunications giant Shin Corp. in 
a $1.9 billion, tax-free deal with Singa- 
pore’s government-owned investment 
company Temasek Holdings. While the 
transaction itself was perfectly legal, the 
deal nonetheless incited outrage. After all, 
here was the head of the Thai Rak Thai 
Party (the name means Thais Love Thais) 
selling what many considered to be a vital 
national asset to a foreign country. This 
debacle led many Thais to conclude that 
Mr. Thaksin no longer had the moral le- 





gitimacy required to run the country, 
pushing many of them onto the streets and 
into the arms of the PAD. 


TTACHAK SATTAYANURAK, A 
history professor at Chiang Mai 
University, is fed up with the po- 
litical turmoil that has a stranglehold on 
Thailand since the beginning of the year. 
“It’s chaotic,” he complains. With less than 
a week to go to the snap election on April 2 
(which was boycotted by the three main 
opposition parties), Mr. Attachak has just 
come from a cross-faculty meeting of 
around 30 Chiang Mai University academ- 
ics that gathered to debate the crisis and 
thrash out workable solutions to end the 
crisis. They failed. The group was divided 
on whether the king should intervene or 
not, with the majority in favor. | 

Mr. Attachak is on the side of those 
who argue that the crisis should be re- 
solved without the need for the king to 


step in. “If we truly love the king, then we . 
must keep him out of politics,” he says over _ 


dinner in a restaurant not far from the 
campus. Mr. Attachak says that many of 
the same academics that are calling for the 
king’s intervention today did not approve 
of the royal intervention in 1992, the last 
time the king stepped in to end a standoff 
between the army and protesters. “They 
have changed their mind,” he explains, 
“because they don’t know how to get rid of 
Mr. Thaksin or how to pave the way for 
political reform.” 

The 47-year-old has been keeping a 
watchful eye on Mr. Thaksin for three 
years now. He says he can understand the 
appeal to rural dwellers of Mr. Thaksin’s 
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populist policies such as “One Tambon, 
One Product” (tambon means village in 
Thai) and the one million baht ($26,000) 
per village loan scheme. But Mr. Attachak 
believes that Mr. Thaksin has manipulated 
the poor, making them dependent on gov- 
ernment handouts and hare-brained 
schemes that are destined to fail. He claims 
that only 10% of all orop projects ever 
have a chance of long-term survival. That 
the money comes from Thai taxpayers’ 
pockets, and not through the prime min- 
ister’s own generosity, matters little. He 


has skillfully instilled fear among the ru- 


ral poor, to the point where they ask: “How 
can we survive without Mr. Thaksin?” 


R. THAKSIN WOULD like the 
world to believe that opposi- 
tion to his rule comes from a 
small clique in Bangkok that does not rep- 
resent the voice of the real Thai people. 
And while it is true that most of the dem- 
onstrations have taken place in the capital, 
not all have. Some have even taken place 
in the Thaksin stronghold of Chiang Mai. 

On a balmy night in pre-election Chi- 
ang Mai, about 300 anti-Thaksin protes- 
tors gather at the volleyball court of Chiang 
Mai University. Sitting on the ground, some 
snacking on fish balls or skewered chicken, 
the crowd intently watches cable channel 
ASTV’S coverage of the days’ anti-Thaksin 
activities on a giant TV screen. 

The hot topic today is Mr. Thaksin’s 


M 





embarrassing encounter with a trio of fe- 


male shopkeepers in an arcade in the Silom 
district of Bangkok. The women had lam- 
basted the prime minister, shouting at him 
to “Thaksin, get out!” It was perhaps the 


first time that the Mr. Thaksin had person- 
ally encountered such open hostility from 
the public. Despite the apparent triviality 
of this encounter, many commentators said 
Mr. Thaksin had been “badly shaken” by 
the incident. 

The organizers of the Chiang Mai Uni- 
versity protests say that peak crowds num- 
ber around 1,000 people, many of whom 
are ordinary Chiang Mai residents. They 
come to the university, they say, because it 
is one of the few safe spaces where anti- 
Thaksin supporters can gather, and even 
then there is no guarantee that they won't 
be attacked by angry mobs. 

Patcharin Sugunnasil, a graceful 40- 
something businesswoman and an envi- 
ronmentalist from Chiang Mai, explains 
why she wants to see Mr. Thaksin go. “He 
wants to turn this town into ‘Chiang Mai 
World,” says Ms. Patcharin. “Chiang Mai 
has its own charm. We don’t want to build 
anything new.” 

Ms. Patcharin is against the Thaksin- 
sponsored multibillion-baht projects 
that have been earmarked for the city, in- 
cluding the $30 million Night Safari which 
opened this year. The reason these proj- 
ects have not been opposed by more peo- 
ple, she argues, is because citizens are 
denied access to information by a non- 
transparent Thaksin administration ob- 
sessed with “fast tracking” everything. 
For Ms. Patcharin, the aim of the current 
struggle against Mr. Thaksin is clear: “It’s 
all about people participation and access 
to information,” she says. 

But while people like Ms. Pacharin point 
to an increasingly assertive civil society in 
Thailand, other voices are calling for the 
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king to step in to save the day. Chris Baker 
says that supporters of intervention are 
“foolish” if they don’t appreciate how the 
current political situation is different from 
the past two occasions—in 1973 and 1992— 
when the king intervened, as permitted un- 
der Article 7 of the Thai Constitution. 
With a couple of days to go before the 
election, Mr. Baker considers it unlikely 
that the king will intervene against a lead- 


er who has, after all, been democratically. 


elected. For now, Mr. Baker says the tim- 
ing is not right for an intervention since if 
it were to happen, the king could be could 
be seen as supporting one side at the ex- 
pense of the other—a divisive move the 
royal family would surely wish to avoid. 
The issue of royal intervention has already 
led to some division within the pap, espe- 
cially among the people of the old left, Mr. 
Baker says, many of whom are strongly op- 
posed to the idea. Instead, they want the 
situation resolved in accordance with “due 
process” and without royal intervention. 


IVEN THAT THE three main op- 
position parties boycotted the 
April 2 election, it came as no 
surprise that Mr. Thaksin and his party 
declared outright victory after winning an 
unconfirmed 57% of the vote, or around 16 
million votes. Mr. Thaksin, who had previ- 
ously declared that he would step down if 
his party failed to win 50% of the votes, 
thus was able to claim a mandate. Even so, 
the tally was down by a considerable three 
million votes on the TRT’s February 2005 
showing, and the massive “no vote” cast by 
voters in the absence of any opposition 
candidates on the ballot was seen by many 
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as a huge poke in Mr. Thaksin’s eye. He 

may have got his mandate, but this time 

around it was bittersweet and diluted. 
Now, just days after the poll, the way 


~ forward and out of this crisis remains even 


murkier than ever. As predicted, because 
of the boycott, at least 38 constituencies— 
mainly in the deep south of Thailand 
where the prime minister is even more un- 
popular than elsewhere due to his mishan- 
dling of conflict in the region—face 
by-elections because unopposed TRT can- 
didates failed to get the required 20% of 
votes as required by Thai electoral laws. 
This means that TRT may find it techni- 
cally impossible to form a government, 
since the full complement of 500 legisla- 
tors must convene in order to do so. 

It could be that the courts are asked to 
examine the case, similar to the 2000 
presidential elections in the U.S. Mr. Bak- 
er says that based on its track record, the 
Constitution Court might be-expected un- 
der normal circumstances to support Mr. 
Thaksin. This was the court—established 
under the 1997 constitution to intervene in 
the case of ambiguous or disputed laws— 
that acquitted Mr. Thaksin in 2001 of graft 
charges. But these are hardly “normal” 
times in Thailand, and Mr. Baker expects 
the court to come under “a lot of social 
pressure” to disallow the formation of a 
government that doesn’t strictly adhere to 
the Constitution. 

But the critical person in the equation 
remains, of course, Mr. Thaksin himself. 

Prior to the April 2 polls some analysts 
worried that a resounding win for the prime 
minister could prompt him to introduce 
emergency powers to quash protests. Yet as 
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time passed, that possibility became less 
and less tenable, not least because to do so 
Mr. Thaksin would need the support of the 
military. On two separate occasions prior 
to the election the military chief, Gen. Son- 
thi Boonyaratglin, assured the Thai public 
that the army would not intervene or de- 
clare a state of emergency. 

On Monday, April 3—immediately after 
initial election results came in—Mr. Thak- 
sin’s first hint of a concession came in the 
form of a proposal to set up an indepen- 
dent nine-member panel, made up of for- 
mer prime ministers and judges. The 
panel would explore ways out of the cur- 
rent impasse. Mr. Thaksin also said he 
would step down if the panel deemed it 
necessary. That the anti-Thaksin group’s 
response to the proposal was ice cool was 
not surprising. Perhaps their stance was 
influenced in part by the prime minister’s 
handling of other independent commit- 
tees in the past, including the National 
Reconciliation Committee (NRC), which 
was established to resolve the conflict in 
the south of Thailand. In November 2005, 
Gothom Arya, secretary-general of the 
NRC, told the REVIEW he was “ambivalent” 
about Mr. Thaksin’s willingness to listen 
to the panel’s recommendations. 

Shortly after Mr. Thaksin’s first post- 
election proposal, Thai business leaders 
stepped in to question the effectiveness of 
such a commission. Fairly silent to that 
point, the business community was clearly 
getting restless about the adverse econom- 
ic effects of prolonged political instability 
on the economy. Already, reports of a drop- 
off in tourism and delays in free trade 
agreement negotiations and infrastructure 


spending have been attributed to the polit- 
ical unrest. In fact, delays to the latter were © 
part of the reason behind investment bank 
uBs’s decision in early April to adjust down- 
ward its 2006 Gpp growth forecasts for 
Thailand to 4.8% from 5.4%. 

But the real shocker came on the eve- 
ning of Tuesday April 4, just two day after 
the elections. Mr. Thaksin, the hero of 
Sankamphaeng, appeared on national tele- 
vision and announced to the world that he 
would not be accepting the post of prime 
minister, 

“I want to retreat by not taking the 
prime ministership, but I have to be care- 
taker prime minister until the selection 
process for the next prime minister is com- 
plete,” Mr. Thaksin said during a nation- 
wide broadcast. Just hours earlier, Mr. 
Thaksin had flown by helicopter to the 
royal retreat of Klai Kang Wol Palace, in 
the coastal town of Hua Hin, around 200 
kilometers to the south of Bangkok, where 
he held discussions with the king. 

Behind his decision, Mr. Thaksin said, 
was the need to maintain harmony in the 
country ahead of celebrations of the 60th 
anniversary of King Bhumibol Adulyadej’s 
succession to the throne. Was this the roy- 
al intervention that many—but certainly 
not all—Thais had been hoping and wait- 
ing for? 

Mr. Thaksin’s decision to “take a holi- 
day” and hand the reins of power over to a 
successor may not be as straightforward as 
it may first appear. He has made it clear that 
his intention is to stay on as caretaker prime 
minister until a new parliament can be con- 
vened. But just how long will it take to hold 
the by-elections in the more than 30 con- 
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stituencies where seats remain unfilled due 
to election technicalities? It also remains to 
be seen if PAD and other groups will follow 
through on their threats to bring election- 
related cases to the Constitution Court. The 
potential for delay and legal wrangling is 
enormous and, despite dramatic use of 
words such as “resignation,” there may still 
be a long way to go before we hear the last 
from Mr. Thaksin. 

Whatever the outcome in the short 
term, the long-term implications of the 
current political crisis are significant for 
Thailand. If resolved appropriately, the 
crisis will represent an important mile- 
stone toward the development of full- 
fledged democracy in the region. In this 
respect, the events of recent months rep- 
resent a “difficult but positive process,” 
says John Green, an analyst with the New 
York-based Eurasia Group. He believes the 
process will work itself out and that the 
end result will be a much better arrange- 
ment for Thai politics. “It’s not good from 
anyone’s point of view for Mr. Thaksin to 
have so much power,” notes Mr. Green. 

Handled poorly, however, the crisis 
might trigger a giant step backward and 
Thailand could rejoin the ranks of other 
Southeast Asian nations—Singapore and 
Malaysia included—that offer their citi- 
zens watered-down versions of democra- 
cy. To avoid that, the country’s opposition 
parties also need to step up to the plate and 
take responsibility for their part in recent 
political turmoil. While they will argue 


that they were forced to boycott the elec- 
tions out of a sense of utter helplessness, 
the fact remains that they too have played 
a major role in sabotaging Thai democracy. 
Democrat Party leader Abhisit Vejjajiva 
and other opposition leaders should not 
gloat for too long over their success in un- 
dermining the April 2 elections. Instead, 
the opposition parties need to take back 
ownership of the democracy issue from 
the PAD and street protesters and strive to 
work out the optimal solution for the peo- 
ple of Thailand within the realm of the 
country’s democratic and constitutional 
institutions. 

But for now the onus is on Mr. Thaksin 
to listen to the voices of Thailand’s disgrun- 
tled—and not only to the voices of the 16 
million people that voted for him on April 
2—and do the right thing. Irrespective of 
whether he keeps his promise to resign or 
not (he is still pledging to remain in politics 
as amember of parliament and to stay on as 
leader of TRT), Mr. Thaksin still needs to 
come to terms with why there was such a 
serious degree of dissatisfaction with his 
(and his party’s) rule. Mr. Thaksin, and any 
future leader of Thailand for that matter, 
must remember that an absolute majority 
does not grant carte blanche to manipulate 
the institutions of the state at will. 

If Mr. Thaksin can truly accept this, 
and instill similar beliefs in his TRT party, 
then maybe—just maybe—he still stands a 
fighting chance of reversing his fortunes 
and returning to the helm one day. ti 
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The Trouble With 
Manila and Bangkok 


by Hal Hill and Peter Warr 





ACT ONE: HAVING been 
elected in 2001, Prime 
Minister Thaksin Shi- 
nawatra of Thailand was 
re-elected by a record 
majority in the country’s general election 
of February 2005, securing 377 of the 500 
seats. While there were allegations of vote- 
buying, irregularities and misleading ad- 
vertising, even his staunchest opponents 
concede that he won decisively. Since his 
re-election, he has more or less adhered to 
his campaign promises, and the Thai econ- 
omy has continued to perform moderately 
well. 

Yet vigorous demonstrations, mainly 
Bangkok-based, gathered pace in early 
2006. Faced with increasing public discon- 
tent, Mr. Thaksin called another general 
election for April 2. But the protests con- 
tinue, and the opposition refuses to partic- 
ipate unless the prime minister steps down. 
The prospect of serious street disorders 
and violence cannot be discounted. 





Fact two: Just over a month ago, Filipi- 
nos celebrated the 20th anniversary of the 
internationally applauded people’s power 
movement known as the “peaceful EDSA 
revolution.” This refers to the rainbow co- 
alition of forces, from the Church to the 
military, which forced from office the once 
seemingly unassailable Ferdinand Marcos 
without a drop of blood being spilled. 

Subsequently, a people’s power consti- 
tution was promulgated in 1987, while 
presidential, congressional and local gov- 
ernment elections have been conducted on 
schedule. One of the developing world’s 
most vibrant civil societies has emerged, 
featuring a free and open press, vocal 
NGOs, and some high-quality think tanks. 

Yet there is gloom on the streets of Ma- 
nila. People’s Power (“EDSA”) I and II have 
come and gone. To forestall popular pro- 
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test just before the planned 20th anniver- 
sary celebrations (and ironically the day 
Mr. Thaksin called his snap general elec- 
tion), President Gloria Macapagal-Arroyo 
issued a state of emergency, one step short 
of Marcos’s infamous martial law. More- 
over, the Philippine economy continues to 
perform indifferently, and record numbers 
of the country’s best and brightest are seek- 
ing employment opportunities abroad. 

What’s wrong with East Asia’s demo- 
cratic revolution? Weren’t Thailand and 
the Philippines held up as models of how 
home-grown movements achieve democ- 
racy—one gradually, the other “big-bang”— 
without a hint of foreign intervention, 
much less pressure? Isn’t democracy part 
of the much-vaunted Washington consen- 
sus, an aspirational beacon for all coun- 
tries since the fall of the Berlin Wall? 

Or perhaps democratic freedoms—in- 
cluding the right to remove unpopular gov- 
ernments—are just one part of the complex 
process of development in countries like 
Thailand and the Philippines. Just as social 
science researchers have struggled to find 
a systematic relationship, across countries 
and over time, between democracy and 
economic growth, perhaps democracy is 
no guarantee of economic success after all? 
Or, as Singapore’s Lee Kuan Yew is once 
reported to have observed, perhaps coun- 
tries like the Philippines “need discipline 
more than democracy.” 

Though there are important differenc- 
es, a common feature of the Thai and Phil- 
ippine experiences is disillusionment with 
the outcome of democratic processes in a 
cultural environment that includes a high 
level of corruption. People power is today 
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essentially a response to that disillusion- 
ment. President Arroyo came to office on 
a wave of middle-class resentment at the 
abuses attributed to the democratically 
elected but corrupt Joseph Estrada. A sim- 
ilar wave of protest now engulfs Ms. Ar- 
royo herself, for reasons discussed below. 

Mr. Thaksin faces the same middle- 
class, urban-based revulsion at the corrup- 
tion of democracy in Thailand. He came to 
power only four years after the enactment 
of the 1997 constitution, which was intend- 
ed to prevent the very abuses of power of 
which he is now accused. 

Mr. Thaksin’s critics are especially in- 


censed that a law was introduced in early 


2006 that permitted 49% foreign owner- 
ship in the telecommunications industry. 
The foreign-ownership ceiling was previ- 
ously 25%. One day after the law was en- 
acted, Mr. Thaksin’s children completed 
the sale of their 49% stake in the family’s 
huge telecom firm, Shin Corp. The buyer 
was Temasek, the Singaporean govern- 
ment’s investment arm, and the 73 billion 
baht ($1.9 billion) proceeds were tax free. 

The legitimacy of seemingly democrat- 
ic elections is being questioned because the 
very institutions intended to provide the 
checks and balances preventing abuse of 
power are themselves thought to have been 
corrupted. This is the basis of demands 
that Ms. Arroyo and Mr. Thaksin resign 
despite their democratic credentials. 

A range of constitutional changes and 
institutional reforms are being proposed 
in both countries. In the Philippines there 
is the “chacha” movement centered around 
charter change. Such a reform would shift 
the country towards a Westminster-style 
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parliamentary system. Ironically, Prime 
Minister Thaksin wants to move in the op- 
posite direction. He sees himself as his 
country’s CEO and aspires to powers more 
like those of a U.S.-style president, though 
under a constitutional monarchy. 

There are already “national counter- 
corruption commissions,” constitutional 
courts, ombudsmen, and commitments to 
judicial reform, Strengthening such institu- 
tions might help, but the more basic prob- 
lem is that any constitution or set of laws 
must ultimately be administered by human 
beings—judges, bureaucrats and politicians. 
If they can be bought, legal checks and bal- 
ances will always be tenuous. Moreover, 
rich politicians can buy votes, dominate 
media coverage, and absorb smaller parties, 
as Mr. Thaksin has done very effectively. 

All this eats away at the supposed le- 
gitimacy of elected governments. Starting 
from such an environment, the road to de- 
mocracy will necessarily be long and rocky. 
The resignations of Mr. Thaksin and Ms. 
Arroyo might help in the short run, but nei- 
ther would resolve the basic problem. 

` The fundamental problem is that de- 
mocracy has failed to deliver the goods in 
both cases. Much of the citizenry feel dis- 
enfranchised and excluded from the de- 
velopment process, while those close to 
the centers of political power are alleged 
to have benefited egregiously. The urban- 
rural divide continues to grow even as—in 
Thailand at least—the rural population 
votes mainly for the party which has pre- 
sided over this trend since 2001. 

Indeed, Prime Minister Thaksin’s Thai 
Rak Thai (Thais Love Thais) party has in- 
troduced slick campaign marketing to ru- 


ral areas, along with some highly popular 
pledges. In the past, these have included 
the one-million-baht-per-village grants, 
debt relief for farmers, and highly subsi- 
dized health clinics. These promises have 
largely been met. In the current campaign, 
he has promised a minimum daily rural 
wage of around $5. 

In the Philippines, the gap between the 
rich and poor has always been vast, with 
no improvement evident since the 1960s. 
An estimated two-thirds of congressmen 
and congresswomen come from the “fam- 
ily dynasties.” Thus, it is not surprising 
that the country’s long-running land-re- 
form program is shot through with ex- 
emptions and has failed to have much 
impact on rural poverty. 

Another manifestation of policy failure 
concerns the inability to come to grips with 
deep-seated Muslim grievances in the dis- 
tant south of each country. A common ele- 
ment of these issues is the glaring 
socioeconomic disparities between these 
countries’ Muslim communities and the 
rest of the society. In Thailand, it appeared 
for a period that effective central govern- 
ment policy had largely addressed griev- 
ances in the south. But the spate of 
bombings since 2003 has shown this to be 
false, and the government’s heavy-handed 
response to the insurrection has further 
heightened tensions. The insurgency in the 
southern Philippines is worse still, with no 
current prospect of resolution. The Sulu 
region has become an incubator for terror- 
ism in the region and beyond. 

Despite these common features, impor- 
tant differences remain. For all the criti- 
cisms leveled at Mr. Thaksin, there can be 
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no denying that he is the most electorally 
successful leader the country has had. But 
Ms. Arroyo has constantly been on the 
back foot in terms of moral legitimacy. 

Moreover, in spite of the countries’ 
geographic and demographic similarities, 
Thailand’s long-term rate of economic 
growth is about double that of the Philip- 
pines. Its economy has always been more 
open, its macroeconomic management 
better, and its fiscal position less prone to 
crises. The Philippines has also experi- 
enced great difficulty growing out of the 
severe economic crisis of 1985-86—far 
more so than Thailand’s recovery from its 
equally serious crisis of 1997-98—with the 
result that its per capita income today 
barely higher than it was 20 years ago. 

Ironically, while Mr. Thaksin has 
preached populism, his trade policies have 
remained broadly open and his macroeco- 
nomic management quite conservative. By 
contrast, Ms. Arroyo came to power as a 
well-credentialed technocrat with a doc- 
torate in economics and extensive bureau- 
cratic experience. But until recently she 
had made little headway on the country’s 
precarious fiscal position. 

Thailand has also seemingly been more 
successful at insulating its economy from 
political disturbances. In the quarter cen- 
tury leading up to the economic crisis of 
1997-98, it was one of the world’s fastest 
growing economies, while regularly expe- 
riencing sudden changes in government 
and a number of coup attempts. 


This is in part at least because key mac- 
roeconomic policy institutions remained 
intact as governments came and went. By 
contrast, the 1987 Philippine Constitution, 
with its one-term presidency and U.S.- 
style presidential authority, resulted in a 
frequent turnover of civil servants at the 
top three echelons. Thus, a change of ex- 
ecutive portends possibly destabilizing 
policy changes, a phenomenon shown in 
the transition from the competent Ramos 
administration to the Estrada administra- 
tion, which quickly became engulfed in 
controversy. In such an environment, busi- 
nesses adopt short time horizons owing to 
high institutional uncertainty. 

In sum, two key messages emerge from 
Thailand’s and the Philippines’ recent ex- 
periences. Democracy and elections are no 
panacea. They are part of the process of 
economic and political development. But, 
in the absence of accompanying reforms, 
they do not guarantee it. Secondly, popular 
grievances need to be solved through sub- 
stantive policy changes that deliver broad- 
based development, address the causes of 
socioeconomic exclusion, and introduce 
institutional change, including a clean and 
responsive bureaucracy. 

The danger for these two countries, 
and others like them—especially those 
with militaries always on the lookout for a 
pretext to intervene and “restore order”— 
is that an unstable stalemate will persist, 
interrupted by cycles of political turbu- 
lence and window-dressing reforms. 0E 
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The New Face of 
Chinese M&A 


by Tyrrell Levine and Kim Woodard 





T FIRST, IT’S hard to make 
sense of the mergers and 
acquisitions (M&A) mar- 
ket in China. Some for- 
eigners are enthusiastic 
while others are gloomy to the point of 
clinical depression. But look a little closer 
and a pattern emerges. The optimists tend 
to be the investors and high-level execu- 
tives who are buying into Chinese busi- 
nesses at record rates—excited about the 
strategic advantages and financial returns. 
The people gnashing their teeth are the ac- 
quisitions teams on the ground in China, 
the folks inside an acquiring firm who 
must actually do the acquisition. 

We will return to these beleaguered 
souls in a moment, but first the good news: 
M&A activity in China is growing like top- 
sy. Since 2002, every year has been a re- 
cord year. In 2005, for example, there were 
$46 billion worth of inbound and domestic 
deals, according to PricewaterhouseCoo- 
pers and M&A Asia—up 34% from 2004. 





Outbound deals accounted for another $7 
billion. Private equity money is now pour- 
ing in. The big foreign law and accounting 
firms in Shanghai and Beijing cannot hire 
M&A specialists fast enough. 

The government has fed the optimism 
by somewhat clarifying opaque regula- 
tions. And while a jumble of government 
agencies continues to have jurisdiction 
over M&A—each with its own (sometimes 
contradictory) guidelines—the situation is 
improving. Many state-owned companies 
have been put under the control of the 
State Assets Supervision and Administra- 
tion Commission (SASAC), which has done 
a good job of simplifying guidelines for the 
sale of the assets under its management. 

While trying to guard against the pos- 
sibility that foreigners will swoop in and 
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buy their way to dominance in key sectors 
of the economy, the government has con- 
tinued to expand the number of industries 
open to foreign M&A investment. That’s 
because one of the government’s overarch- 
ing policy goals is to shunt state-owned 
enterprises (SOEs) into the private sector, 
retaining only a tiny core that the state 
deems crucial for national defense, energy, 
etc. As a result, an estimated 4,000 to 
5,000 SOEs are privatized each year out of 
a total remaining stock of roughly 135,000. 
The government sees M&A activity as a 
key driver of this restructuring and priva- 
tization process. 

Other reasons for optimism have to do 
with the fact that China’s booming econo- 
my is overly fragmented in many sectors. 
Consolidation brings with it numerous 
M&A opportunities as firms buy up other 
firms in a quest for economies of scale. 
This is already underway in the logistics 
and retail sectors, among many others. 
Perhaps the biggest drivers—especially for 
foreign investors—is the ongoing lure of 
the China market. An acquisition is often 
the cheapest and fastest way to create a 
low-cost manufacturing base or to grab 
market share in China. 

Despite the heartening developments, 
caution is warranted: It is easy to botch an 
acquisition. About three-quarters of the 
potential deals in China fall apart during 
the negotiating stage, that is after a letter 
of intent has been signed. In the U.S., by 
contrast, the deal success rate is well over 
50%. Typical reasons include arguments 
about asking price, unpleasant due dili- 
gence surprises (e.g., hidden liabilities) 
and inability to resolve employment is- 


sues. For example, an soe might demand 
that its entire workforce be guaranteed 
contracts for three years—an unpalatable 
burden for a foreign buyer that wants to 
wring out inefficiencies. 

The deal failure rate is only half the sto- 
ry. The risk of post-deal failure is also sig- 
nificant. That’s because the really tough 
issues only emerge after the deal has been 
inked, when two companies are forced to 
actually work together. Success is hard 
enough to achieve when the two companies 
are from the same culture and the same 
economic system. In the U.S., for example, 
well over half of all mergers destroy share- 
holder value, according to studies by McK- 
insey and Ernst & Young, among others. 

Now consider the degree of difficulty 
involved when a foreign multinational 
(MNC) tries to restructure a Chinese SOE. 
The soe has been operating in an environ- 
ment where contracts, performance incen- 
tives and even the profit motive itself have 
not been regular features of commercial 


life. For an added touch of realism, imag- | 


ine that the MNC acquisition team is over- 
stretched because it must continue to run 
the MNc’s China operations while simulta- 
neously overcoming the gargantuan cul- 
tural, linguistic and operational barriers 
involved in a postmerger integration. No 
wonder those acquisition teams are often 
so depressed. 

Can these barriers be overcome? The 
M&A literature on China is full of advice. 
Some of the better suggestions include: 

* Building a talented acquisitions team, 
with both expatriates and Chinese staff, that 
has enough time and resources to do the job. 
The team should be looking for allies in- 
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side the target who can then help drive the 
restructuring process during postmerger 
integration. This works best if buyer and 
seller have a preexisting commercial rela- 
tionship, so that there is sufficient oppor- 
tunity to assess the target’s managers and 
build up working relationships with the 
best ones. 

æ Spending extra time up-front screen- 
ing acquisition targets to make sure they are 
good strategic fits, and again during the due 
diligence phase to unearth hidden surprises. 

Æ Being respectful to the people at the 
acquired company, especially during re- 
structuring. Coming in barking orders 
doesn’t work well in China. The staff may 
not openly resist but they will be quietly 
seething, and operations will suffer. 

# Having a restructuring plan that in- 
cludes performance incentives for key man- 
agers and personnel, 

But there is another option which has 
not, to our knowledge, been discussed in 
print—an option that involves privately 
owned enterprises (POEs). We are not sug- 
gesting that poes make viable acquisitions 
in themselves—they often don’t. But they 
can be immensely useful as partners. 


The Rise of the POES 


CHINA’S PRIVATE SECTOR Internet compa- 
nies (Alibaba, Joyo) have grabbed a fair 
amount of investor attention over the past 
couple of years, but most M&A deals still 
involve the soes. This is because SOEs typ- 
ically dominate most sectors. They have 
_ been the best capitalized companies with 
the greatest scale. 

That is now changing. While soEs con- 


tinue to operate sluggishly and with re- 
duced access to capital (as the struggling 
state banks choke off funding), there is a 
new breed of private Chinese firm rising 
up to compete with them. It has been true 
for some time that China’s private compa- 
nies have lower average costs and higher 
productivity than the soes. But what is 
new is that these firms are now starting to 
challenge the soes in terms of product 
quality and market share. It is a pattern we 
have observed in numerous industries, 
from industrial parts to marine equipment 
to mining machinery. 

The pattern works like this: A longtime 
SOE employee leaves to found his own 
company, often setting up shop in the same 
city or region as his former sor. From 
there, he begins to attract former col- 
leagues, including operations and sales 
personnel. The operations staff replicates 
SOE production techniques while the sales 
staff brings with it some of the sor’s cus- 
tomers. The private entrepreneur skimps 
on social obligations payments (e.g., work- 
er retirement benefits, etc) and rigorously 
cuts costs, including the cost of compli- 
ance with tax regulations. Unlike at an 
SOE, the workers know they must produce 
or face the owner’s wrath. At first, the POE 
is a parasite on the soe, picking off its most 
cost-sensitive customers. Then, with its 
lower cost base, it eventually generates 
enough cash to make major improvements 
to the plant. Quality rises. Before long, the 
POE is out-producing the sor and challeng- 
ing its market dominance. 

Perhaps the most spectacular example 
is Mengniu Dairy Group, which rocketed 
out of Inner Mongolia to become China’s 
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second largest producer of milk, yogurt 
and ice cream. Niu Gensheng founded 
‘Mengniu in 1999, after he was kicked out 
of the state-owned Yili Dairy in a bitter 
power struggle. Mr. Niu, then a vice presi- 
dent at Yili, took a few key people with him 
when he left, borrowed $1 million from 
family and friends, and set out to take on 
his former employer, China’s largest dairy 
group. With a combination of bold market- 
ing and incremental technical innovation, 
Mengniu is rapidly closing in on Yili after 
just seven years in business. Annual reve- 
nues last year were approximately $1.3 bil- 
lion, versus Yili’s $1.5 billion. Mr. Niu 
himself is already a legend. 

The emergence of such poEs—almost 
certainly just beginning—carries some in- 
teresting implications for those thinking 
about M&A in China. 

Thus far, POEs have not made for very 
approachable acquisition targets. The main 
reason is that owners don’t generally want 
to cash out or relinquish control. They are 
empire builders who seek to pass their com- 
panies to their sons and daughters. In addi- 
tion, the POEs are, at present, generally 
imitators rather than innovators—making 
products that are copies of the soes’. This 
also means they are not yet head-to-head 
competitors with MNCs—except in the most 
basic and low-tech of products and indus- 
tries. But ifthe POEs are not competing with 
the mncs and don’t make viable acquisition 
targets, why talk about them? 

The answer is two-fold. First, they are 
growing so fast that they can make for at- 


While soEs continue to operate sluggishly, a new 
breed of Chinese firm is rising to compete with them. 





tractive investment targets. These compa- 
nies are often capital-starved (though low 
in debt) and would welcome cash in ex- 


change for a minority equity stake. Inves- 
tors would not have control, but they would 
likely have some influence (in the form of a 
board seat, for example). A strategic inves- 
tor might buy a stake in a POE supplier to 
ensure access to a key input. Or the POE 
might be a local competitor with a strong 
distribution network and customer base. It 
might, with additional investment capital 
and technology, serve as a China manufac- 
turing base for a multinational. The advan- 
tages are that these companies are low-cost, 
nonbureaucratic and know how to operate 
in China. The main drawbacks for the in- 
vestor are the lack of control and the diffi- 
culty of exiting the investment. 

Secondly, as mentioned above, POEs can 
make for good acquisition partners for for- 
eign buyers looking to restructure an SOE— 
especially if it is the sor that the private 
company came out of. They will have a large 
network of contacts within the sor. This 
means they will know what is going on in- 
side the company during negotiations. Not 
only that, poes can knowledgably assess the 
value of the SOE’s assets and can find hidden 
liabilities. They will also likely have good 
relationships with local government— 
greatly easing the M&A approvals process. 
All of this helps a deal get done. 

More importantly, the PoE will be in- 





strumental in restructuring the sor. The © 


POE will speak the same language and 
know how to avoid many of the common 
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cross-cultural pitfalls. From personal 
knowledge, they will be able to identify the 
most talented managers as well as the 
slackers and obstructionists. And they will 
know how to strip out costs, as they are 
already experts on that front. What’s in it 
for them? Growth, mainly. 

Of course, working out a viable three- 
way deal structure is complicated. There 
are not many established models. One op- 
tion is to pull the assets of all three parties 
into a single new company. Another possi- 
bility is that the foreign company and the 
POE take equity stakes in the sor in propor- 
tion to their investment amounts. Each deal 
will need to be worked out case by case. 

And, of course, anything that is new in 
China is likely to face heightened regula- 
tory scrutiny—though we have, in our own 
practice, not found these regulatory barri- 
ers to be insurmountable. Indeed, many 
government officials see the inherent ap- 
peal of MNCs teaming with Poes to tackle 
a restructuring. The multinationals can 
provide the capital, the technology and the 
international sales channels while the pri- 
vate Chinese enterprises provide the local 
knowledge and connections, as well as the 


rigorous cost control. By working together, 
the odds improve that a lumbering, som- 
nolent soe can be whipped into shape. 

Besides the rise of the pors, what’s next 
in China M&A? 

First, M&A activity will surely contin- 
ue to grow, but perhaps at a slower rate. 
Certainly, in terms of deal value, 2005 will 
be hard to match, at least this year: Ex- 
cluding the $12 billion in (one-time) deals 
related to the sale of strategic stakes in 
China’s big banks, M&A was flat (though 
the total number of deals rose 15%). 

Nevertheless, activity should continue 
to grow as foreign private equity money 
floods in, as the regulatory situation im- 
proves, and as more sectors, including the 
service sector, are further opened to for- 
eign investment. The underlying ratio- 
nales driving M&A in China—the chance 
to acquire low-cost manufacturing capac- 
ity and market share, the quest for scale in 
fragmented industries, the potential in- 
vestment returns from buying strategic as- 
sets and fast-rising Chinese firms—are too 
compelling to ignore. Looks like those in- 
ternal acquisition teams are going to be 
suffering for a while yet. ty 
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The Coming 
China Car Boom 


by Jack Perkowski 





N 2005, CHERY, one of 
the fastest growing Chi- 
nese carmakers, made a 
startling announcement: 
In partnership with 
Malcolm Bricklin’s Visionary Vehicles, it 
would begin exporting passenger cars to 
the United States by 2007. At this year’s 
international auto show held in January in 
Detroit, another Chinese carmaker, Geely, 
stole the limelight when it showcased its 
“China Dragon,” along with other models 
it plans to export to the United States be- 
ginning in 2008. Chery plans to sell a 
$30,000 car for $20,000 in the U.S., while 
Geely’s goal is to land a basic model in 
dealer showrooms for $7,500. 

Industry experts are pondering, is this 
merely hubris on the part of over-ambi- 
tious Chinese carmakers? What are the 
real prospects for the export of complete 
vehicles from China to developed markets 
like North America and Europe? And can 
the two carmakers possibly meet 2007 and 





2008 timelines? As with all things China, 
opinions vary widely. | 

Quite understandably, many question 
whether Chinese car companies can 
achieve the high levels of quality required 
in more mature markets, and more funda- 
mentally whether the Chinese have the 
ability to create, rather than merely copy, 
designs. The accusation by General Mo- 
tors that Chery copied the design of its 
Spark model to make the QQ provides plen- 
ty of fodder for those making this argu- 
ment. Previous failed attempts to import 
cars from low cost countries into the U.S., 
Yugo being the classic example, are also 
cited as arguments that Chinese cars will 
fare no better. 

On the other side, many point to the ex- 
perience of the Japanese car companies, 
which in the 1970s were making inferior 
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products compared to those of their West- 
ern counterparts. Thirty years later, Japa- 
nese assemblers are gaining market share 
in nearly every part of the world and have 
long ago stopped competing on price. In- 
stead, they are now known for their qual- 
ity, design and innovation. 

More recently, South Korean assem- 
blers have made great strides in terms of 
quality and are expanding globally. Hyun- 
dai’s rise is all the more significant because 
it has penetrated developed markets even 
more quickly than the Japanese assem- 
blers. If the Japanese and the Koreans 
have been able to successfully climb the 
wail of quality, design and technology, the 
argument goes, why can’t the Chinese? 

Against this backdrop, a closer look at 
the facts is in order. First, there is no ques- 
tion that exports of vehicles from China 
are growing. In fact, 2005 was the first 
year in which exports of vehicles from 
China exceeded imports, with exports 
climbing to almost 170,000 units, more 
than twice the number in 2004. Admit- 
tedly, trucks accounted for over 60%, and 
most units went to countries in the Middle 
East, Southeast Asia and Africa. However, 
experience gained exporting to less devel- 
oped countries provides excellent training 
for sales to more developed markets. 

Though passenger car exports account- 
ed for only 39,000 units last year, this rep- 
resented almost a four-fold increase from 
2004. Included were 9,700 cars which 
Honda shipped to customers in Western 
Europe from its plant in Guangzhou. In 
exchange for being permitted to own 65% 
ofan assembly joint venture in Guangzhou 
(the only exception to the rule against ma- 


jority ownership by foreigners), Honda 
agreed to export its entire production. As 
a result, Honda may be a special case. But 
its experience nonetheless demonstrates 
that vehicles suitable for use in developed 
markets can be manufactured successful- 
ly in China. 

Second, while more progress is needed, 
China’s components industry is showing 
signs that it is gaining the technology and 
expertise necessary to manufacture com- 
ponents for modern passenger cars, 
brought about in large part by changes in 
the market caused by China’s entrance 
into the World Trade Organization in De- 
cember 2001. wTo accession was the spark 
which reignited the growth of China’s au- 
tomobile industry. With more liberal regu- 
lations and pent-up consumer demand, the 
number of models assembled in China in- 
creased to over 100 in 2005 from less than 
20 in 2001, and sales of all types of vehicles 
increased to almost six million from ap- 
proximately two million vehicles during 
the same period. With more competition, 
Chinese consumers are no longer content 
with older models. They now want the lat- 
est models and technology available from 
developed markets. 

China’s components industry was ill- 
prepared for the increased sophistication 
of the market brought about by wro. De- 
spite favorable policies that, for example, 
have allowed majority foreign ownership 
in Chinese components companies since 
1993, overseas suppliers have been slow to 
bring their latest technologies to China. 
Meanwhile, local components makers have 
lacked the development capability to design 
the parts, modules and systems required 
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for modern passenger cars. Because the in- 
dustry lacked the ability to make the so- 
phisticated parts required by the latest 
generation of vehicles now in demand, im- 
ports of components increased to $11.3 bil- 
lion in 2004 from $3.4 billion in 2002. 
While all the talk was about the export of 
components from China, imports actually 
exceeded exports in 2002, 2003 and 2004. 

In 2005, however, this trend was re- 
versed. Despite a 14% increase in vehicle 
sales, imports of components actually de- 
clined to $10.4 billion, and exports of com- 
ponents surged to $15.8 billion from $10.6 
billion, both statistics suggesting that the 
“technology gap” between China’s compo- 
nents industry and the global industry is 
beginning to close. This gap will complete- 
ly close within the next four to five years, 
as companies with technology conclude 
that they can no longer ignore the China 
market. Concerns about losing technology 
to intellectual property violations will give 
way to the realization that not being in 
China when the country becomes the sec- 
ond largest automotive market in the 
world—most likely by 2010—poses a much 
greater threat. 

Aggressive China sourcing plans by 
companies such as General Motors, Ford, 
psa and Volkswagen for their global op- 
erations, as well as the emphasis on the lo- 
calization of components by all assemblers 
with operations in China, are attracting 
technology to China and improving the 
quality of the China supply base. Ford, for 
example, now has 15 Q1 suppliers in China, 
and expects to award Q1 status to addi- 
tional suppliers in 2006. Ironically, efforts 
by the global assemblers to develop the 


China supply base is hastening the day 
when China can produce export world- 
class vehicles to developed markets. 

A third important factor is that stricter 
emissions regulations in China are driving 
vehicle technology in China toward export- 
suitable models. Apart from quality, one of 
the key hurdles for Chinese carmakers is 
that China has been behind developed mar- 
kets in emissions regulations, with most 
countries at Euro III or Euro IV levels. Ina 
surprise move, however, Beijing announced 
in late December that it would implement 
Guo III emission standards (equivalent to 
Euro IID for all new registered vehicles in 
Beijing, effective December 31, 2005, one 
year earlier than previously planned. It is 
expected that Guangzhou will follow suit 
at the end of 2006, and Shanghai by 2008, 
when the entire nation will be required to 
adopt Guo III standards. Guo IV goes into 
effect nationwide in 2010. As China tight- 
ens its emission regulations, Chinese car- 
makers will upgrade their engines and fuel 
systems to comply, making their models 
compatible with global standards in the 
process. 

ASIMCO is currently supplying prod- 
ucts to both Chery and Geely and we are 
familiar with both organizations. I have 
met both Malcolm Bricklin and his key ex- 
ecutives at Visionary Vehicles, as well as 
John Wilmer, coo of Geely North Ameri- 
ca. While Mr. Bricklin has a reputation for 
being controversial, one should not under- 
estimate the work that is being done by his 


organization, which includes a number of 


experienced automotive executives. They 
are telling Chery exactly what is required 
to sell into the U.S. market, and from what 
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we can see, the Chery executives are lis- 
tening. 

Li Shufu, the Chairman of Geely, is a 
forceful Chinese entrepreneur who has al- 
ready brought Geely a long way from its 
origins as an assembler of motorcycles. He 
wants to sell into the United States for all 
the right reasons. He believes that if Geely 
can compete in the U.S., it can compete 
anywhere. John Wilmer, the individual 
who has been selected to lead Geely’s ef- 
fort in North America, is a serious indi- 
vidual who, despite having no prior 
experience in the auto industry, has strong 
credentials in both business and govern- 
ment. His job is to tell Chairman Li what 
is required to achieve his vision. In addi- 
tion to exhibiting vehicles in Detroit, Geely 
is conducting consumer surveys, bench- 
marking Geely’s vehicles against U.S. stan- 
dards, and conducting a test-marketing 
exercise in Puerto Rico. 

For the reasons given above, I believe 
it is inevitable that Chinese carmakers will 
break into developed markets in the com- 
ing years. Having said that, whether Chery 
enters the U.S. market in 2007, or Geely in 
2008, is not the real point. In my view, the 
impact of China on the global automotive 
industry is likely to be much more dramat- 
ic than is currently imagined. 

That is because fundamental forces are 
already at work which may cause the cen- 
ter of gravity for technological innovation 
to shift to China. When combined with its 
cost and market advantages, a technologi- 
cally driven China auto industry will cause 
a fundamental change in the way in which 
the global industry operates. 
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As the Chinese auto market approaches 
the size and scale of the United States, 
which most experts predict will occur by 
2020, China’s challenge will be to make 
transportation more affordable and read- 
ily available to its entire population. With 
relatively small energy reserves and faced 
with the large environmental costs of add- 
ing another 100 million vehicles to its high- 
ways, the industry in China will be under 
enormous pressure to design vehicles 
which are more affordable, more fuel effi- 
cient and more environmentally friendly. 

In this context, China will become an 
early adopter and developer of new tech- 
nologies. While these same pressures exist 
in developed markets, making transporta- 
tion available to the masses will be a mat- 
ter of economic life and death for China. 
Moreover, China need not be concerned 
about obsolescing existing infrastructure. 
Just as China went from no phones to cell 
phones in telecommunications, I believe it 
will also leap ahead to the latest technolo- 
gies in transportation, skipping over whole 
generations of technology in the process. 
As these newer technologies gain scale in 
an increasingly large China market, they 
could then set the standard for the global 
auto industry. 

While technological solutions to most 
problems faced by the global automotive 
industry are within sight, they must also 
meet the affordability standard to gain 
traction in China. As a result, China’s | 
greatest contribution may be in developing | 
more affordable solutions, not only for the 
Chinese consumer, but also for consumers 
around the world. = 
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China’s Conservative 
Middle Class 


by Jonathan Unger 





N THE LITERATURE on 
democratization, the 
rise of a large middle 
class is often seen as a 
precursor for the devel- 
opment of civil society and a well-func- 
tioning democracy. In East Asia, the cases 
of Taiwan and South Korea have been 





pointed to as examples. Is a similar future 
scenario on the cards for China? 
Certainly, the urban middle class has 
grown very rapidly in the years since the 
massive Tiananmen protests more than a 
decade and a half ago, when angry univer- 
sity students were joined by throngs of 
middle-class protesters. In the major cities 
of China today, the expansion of the mid- 
dle class is obvious. The major thorough- 
fares of cities like Chengdu in Sichuan 
province, where I have lived on and off in 
recent years, are lined by vast new gated 
housing projects built to accommodate a 
burgeoning population of middle-class 
professionals. Beijing contains 40 new 


mega-malls, and similar temples to con- 
sumerism are springing up in dozens of 
other cities. 

These newly affluent middle-class 
households possess family incomes of at 
least 80,000 yuan ($10,000) per year, ac- 
cording to recent studies by Chinese soci- 
ologists. This marks the lowest income at 
which a household can afford to purchase 
both an apartment and a small car, the sine 
gua non of middle-class prosperity. 

The prosperous shoppers and residents 
of the gated high-rises are not principally 
businesspeople or members of the Party 
elite. They include these groups, to be sure, 
but most of them are salaried employees, 
and among these the greatest number are 
public servants. They are academics and 
high-school teachers, doctors, engineers, 
and the white-collar staffs of state-owned 


arannana a AATA anana runner Samu ea A ARM Art 


ex Mr. Unger is professor and head of the Con- 
temporary China Centre at the Australian Na- 
tional University. 


| ee 
et a mane r m a 


tr WN TAN RATT A n AEn im ae fren irae amr} aaa a iiaa: 
ne 27 








| www. feer.com i 


enterprises, as wellas government admin- 
istrators of all stripes. Their numbers are 
large enough that they set the tone and 
tastes of respectable urban society. 

They distinguish themselves from the 
businesspeople who crowd the same shops 
and restaurants. They view the latter as 
parvenus and hold in disdain the unedu- 
cated business class’s supposed lack of 
taste. The well-educated salaried middle 
class perceives its status as superior. 

In 2000, the anthropologist William 
Jankowiak asked hundreds of young adults 
in one large city to lay out dozens of cards, 
each bearing the title of an occupation, in 
descending order from most to least ad- 
mired. The four most admired occupations 
turned out to be those of professor, lawyer, 
doctor and middle-school teacher, listed 
above the province’s party secretary, the 
mayor, an international businessman, or 
the director of a joint-venture company. 
Much lower was the esteem held for a low- 
level official (who ranks below a barber). 


Strategic Generosity 


AT THE TIME of the Tiananmen protests 
in 1989, China’s urban educated populace 
had good reason to be angry. Their salaries 
were low, and sour jokes circulated about 
private barbers earning more with their 
razors than hospital surgeons with their 
scalpels. They were bitter that the sons 
and daughters of senior Party officials 
were doing well in private business, which 
they thought smacked of corruption, and 
rumors circulated about how these 
“princelings” were living high off the hog. 
The urban educated were furious that “po- 
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litical connections” took precedence over 
their own expertise and loyal service when 
it came to determining living standards. 

But in the years since, as China’s econ- 
omy has continued to expand at a break- 
neck pace, there has been a deliberate 
government policy to favor them through 
their pay slips and perks. Year after year 
those on government payrolls have been 
offered higher salaries. During one year in 
the late 1990s, the pay of all of the academ- 
ics at China’s most prestigious public uni- 
versities was literally doubled in one go. 

Even earlier, in the first half of the 
1990s, a huge government-endorsed con- 
struction program was initiated to build 
vast numbers of pleasant new apartment 
blocks, which were immediately sold off to 
favored state-sector employees at knock- 
down prices, sometimes as low as 20% of 
construction costs. Some of the most re- 
cent high-rises are truly fancy, with Japa- 
nese-style garden ponds and waterfalls, 
ornate statuary and health clubs. Thanks 
to the hefty subsidies to purchase flats, the 
most fortunate members of the salaried 
middle class can afford to live in compara- 
tive luxury alongside wealthy business- 
people who earn many times more. 

They also have enough cash left at their 
disposal to buy autos, and in the early 2000s 
the sale of cars began leaping by close to 
40% a year. State employees who in the 
1980s could not afford a fridge or color Tv 
or even leather shoes and who lived in drea- 
ry walk-ups now have gained a material life 
that they had never imagined possible. 
They do not want to upset the apple cart. If 
the government’s plan was to co-opt the 
salaried middle class, it has worked. 
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China’s intellectuals are part of this ed- 
ucated middle class. Their writings today 
in academic journals and high-brow mag- 
azines are imbued with a sense of satisfac- 
tion. There are, of course, exceptions, but 
most intellectuals tend to accept and ap- 
prove of the status quo and see the strait- 
ened circumstances of China’s peasants 
and workers as the necessary price to be 
paid for China’s modernization. 

Throughout the 20th century, Chinese 
intellectuals and university students have 
been at the forefront of organized unrest. 
This involvement reaches back to the lib- 
eral May Fourth Movement protests of 
1919 and the 1920s, to the Communist- 
aligned student agitations of the 1930s and 
1940s, to the Hundred Flowers Movement 
outcries of 1957 against the Party’s dead- 
ening style of rule, and more recently the 
Tiananmen protests of 1989. In view of 
this history, China’s rulers have learned to 
worry about the potential of the educated 
as catalysts and organizers. The feeling 
within China today, valid or not, is that 
without their participation any surge of 
major social unrest would be incapable of 
toppling a government—that it would be 
leaderless, disorganized and local. But as 
of now there is very little chance of mass 
participation by the urban educated. In 
fact, if there is another outbreak like Ti- 
ananmen, many would prefer to be on the 
government side of the barricades. 

This is true not just of the middle-aged 
among them, but also of the university stu- 
dents. They are, after all, the incoming gen- 


If unrest like 1989 occurs again, much of the 
middle class would be on the government’s side. 








eration of the educated middle class, and 
most of them look forward to their own ma- 


terial futures. In one survey of university 
students, about half said that money is as 
important as, or more important than, hav- 
ing ideals or friends. In another survey, 83% 
of the students at a teachers’ training uni- 
versity chose the following value statement 
above any other: “A modern person must be 
able to make money.” 


Middle Class vs. Democracy 


THE EDUCATED MIDDLE CLASS is elitist. 
Many of its members do not want democ- 
racy—that is, multiparty elections for the 
nation’s top leaders. Nor did they want this 
at Tiananmen a decade and a half ago. 
They did not and do not want China’s peas- 
ant majority to play a decisive hand in de- 
ciding who rules. Most of them hold the 
rural populace in disdain, and their fear is 
that the peasants would be swayed by dem- 
agogues and vote-buying. They believe 
that the rural populace is not yet ready to 
participate in elections. This is ironic, since 
villagers have been the only ones in China 
who have been allowed to cast secret bal- 


lots to elect their locality’s leader. 

Many members of the educated middle 
class are vaguely pro-democratic just so 
long as democracy can be put offto a future 
time. This is not only the case today, but 
also was true at the time of Tiananmen. 
The then Party Secretary Zhao  Ziyang fa- 
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benevolent autocracy until such time as the 
middle class had developed sufficiently to 
predominate in a democratized polity. Until 
then, China would remain in a state of tu- 
telage, much as Sun Yat-sen had proposed 
in the 1920s. This was the program of the 
Party elite’s reform camp, and it drew sup- 
port from among the urban, educated 
elite. 

At Tiananmen, what many of the uni- 
versity students and their middle-class 
supporters wanted, instead of multiparty 
democratic elections, was political relax- 
ation in ways that concerned themselves. 
They wanted to be able to play a role in or- 
ganizing their own clubs and associations. 
They wanted “personal space”—to have the 
government not interfere in their personal 
lives. They wanted access to more interest- 
ing magazines and films, and the freedom 
to have public intellectual discussions (just 
as today, they want their own Web sites 
and access to Web chatrooms). As patriot- 
ic citizens, they wanted their expertise to 
be listened to in the making of government 
policy. They also wanted what they consid- 
ered a more fair distribution of incomes, in 
which they would be beneficiaries. In all 
these respects, they are largely getting to- 
day what they wanted then. 

If anything, many protesters at Tianan- 
men were more in favor of political liberal- 
ization than they are now. At the time, they 
admired Mikhail Gorbachev and the po- 
litical reforms he was carrying out. But the 
collapse and dismemberment of the Soviet 
Union in the early 1990s and the corrup- 
tion and plunging living standards that 
soon followed under Boris Yeltsin’s rule 
soured China’s educated on the idea of Par- 


ty-led political liberalization along Gor- 
bachev’s lines. By the mid-1990s, young 
Russian women were flowing into China in 
large numbers to work as prostitutes. Chi- 
nese considered this shocking evidence of 
Russia’s penury and humiliation. Many of 
the urban educated who had demonstrated 
in 1989 began to feel relieved that China 
had followed Deng Xiaoping’s policy of 
economic rather than political reform. 

Nevertheless, many today still think of 
themselves as pro-reform, albeit in modest 
ways. They are apt to shake their heads in 
dismay at China’s environmental problems 
and express hopes that the government 
will give greater priority to the issue. 
Those with expertise are often eager to of- 
fer up suggestions on how to enact this or 
that small, incremental reform. What pass 
in China for academic papers are often re- 
ally policy prescriptions on how to im- 
prove one or another aspect of China’s 
physical or administrative infrastructure, 
or relieve traffic congestion, or provide for 
a more effective education curriculum. 

A small number of writers go further. 
They worry in print about corruption, and 
about the awful working conditions faced 
by many millions of migrant workers, and 
about the plight of farmers. Gutsy journal- 
ists, bona fide members of the educated 
middle class, have written exposés about 
the seamier side of the Chinese economic 
miracle; and exposé TV programs similar 
to 60 Minutes are popular. But these often 
are loyal expressions of concern that ex- 
ploitation, corruption and grinding pov- 
erty might lead to instability. China’s top 
leaders have publicly expressed similar 
concerns about corruption and the diffi- 
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cult situation of struggling farmers. Bare- 
ly any of the exposé journalism hints at 
displeasure with the national leadership, 
and this does not just seem to be a question 
of censorship. Even the exposé journalists 
appear to live comfortably within the 
boundaries of China’s status quo. 


Middle Class and Leadership 


THE GOVERNMENT HAS consistently 
pushed patriotism as a means to prop up 
public support. In encouraging national- 
ism, though, Beijing has run the risk of 
seeming too mild in its actual reactions in 
the international arena, and a portion of 
the middle class has felt uncomfortable 
whenever this occurs. 

But the grumblings have been fleeting. 
Few among the middle class actually put 
great stock in nationalism as an ongoing po- 
litical concern. They look approvingly on 
most things foreign and modern, and are 
eager to sample foreign foods, fashions and 
fads. The best of the university students ea- 
gerly prep for the TOEFL exams so that they 
can study abroad, and many are quite happy 
ultimately to settle abroad, with their par- 
ents’ encouragement. 

Most members of the educated middle 
class find little to be irritated about on a 
daily basis in regard to the central govern- 
ment. This is quite unlike earlier times. 
Under Mao in the 1970s, when the govern- 
ment directly controlled almost all eco- 
nomic activity and was responsible for all 
services, it naturally took the blame when- 
ever there were shortages or inadequate 
services. This was a problem all Commu- 
nist political systems have faced. 
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But as the central government in China 
has pulled back from dominating every- 
thing directly and has devolved responsi- 
bilities to lower levels or to the private 
sector, it can no longer be blamed by the 
populace for the various frustrations of 
daily life. It is now the private employer, or 
the school head, or a local official who is 
perceived as blameworthy; the central 
government is no longer the lightning rod 
for people’s frustrations and anger. This is 
especially true among the urban middle 
class, which has little to feel resentful 
about in any case. 

Instead, when the educated middle 
class sees the national leaders on the eve- 
ning television news, they are perceived in 
a generally favorable light. The current 
leaders fit the image of the type of people 
the middle class wants to see in charge. 
The President and Party Secretary Hu Jin- 
tao and Prime Minister Wen Jiabao are 
university-educated technocrats who rose 
to the very top through what has increas- 
ingly become a Party meritocracy. They 
look like members of the educated middle 
class, and share many of its values. This is 
their leadership. 

The Chinese educated middle class has 
become a bulwark of the current regime. 
Summarizing a large survey of political at- 
titudes in Beijing, a recent book by the po- 
litical scientist Chen Jie concludes that, 
among all urban groups, “those who per- 
ceive themselves to belong to the middle 
class and who are government bureaucrats 
are more likely to support the incumbent 
authorities.” Don’t expect regime change or 
democratization any time soon. The rise of 
China’s middle class blocks the way. IŒ 














=o ENTERPRISE coe 





How to Get Ahead 
In Wenzhou 


by William MacNamara 





N EXPRESSION CLOSE to 
serenity crosses Wu 
Shouzhong’s face as he 
talks about his company’s 
plans for global conquest. 
“We want to take our famous national 
brand and put it in every single place in the 
world,” he says expansively, pausing to rel- 
ish the word “famous” with his smoke- 
deepened voice. “First, America. Second, 
Japan. Third, Russia, Italy, and Spain.” 
Mr. Wu would not seem out of place in 
a corner office high in a Shanghai sky- 
scraper. But as vice president of Aokang 
Shoes, one of China’s largest shoe manu- 
facturers, he looks out over the industrial 
outskirts of Wenzhou, a city that resembles 
Shanghai’s scrawny sibling. For a Chinese 
city of medium size, Wenzhou stands out 
for its wealth and a number of related pe- 
culiarities: its secretive financing practic- 
es; its international diaspora; its 
mountainous isolation on the south coast 
of Zhejiang province, approximately 380 
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kilometers south of Shanghai. 

Most importantly, Wenzhou stands out 
for its tradition of private enterprise and 
the entrepreneurial flair of its business- 
men, In a country still grappling with the 
dead weight of its state firms, Wenzhou 
generates 98% of its cpp through its private 
sector, according to Kellee Tsai, a political 
science professor at Johns Hopkins Uni- 
versity. The city’s private commercial cul- 
ture is rooted in handicraft enterprises—the 
“shop in the front room, factory in the back 
room” type—that persisted even during the 
Maoist era. This culture contributed to a 
boom in industrial expansion when the Re- 
form and Opening policies were initiated 
in the late 1970s. 

Wenzhou entrepreneurs were so quick 
to capitalize on these economic reforms 
that economists codified a Wenzhou Model 
of Development for other city governments 
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to study. This model suggests that econom- 
` ic growth can be fostered when small en- 
trepreneurs are given room to innovate 
without government interference and with 
ready access to capital. In other words, 
Wenzhou is an official exemplar of how a 
market economy might work in China. 

In the vanguard of Deng Xiaoping’s 
capitalist revolution, Wenzhou is now at- 
tempting to reposition itself at the fore- 
front of international commerce. Some 
Wenzhou enterprises have responded to 
the pressures of globalization by growing 
and innovating their way toward interna- 
tional competitiveness. Many others, how- 
ever, stand to be undercut by the same 
forces that allow some of their neighbors 
to “think big.” The city’s experience points 
to the future of private industry in China. 

On an invisible level, Wenzhou is a city 
of international traders; an estimated half 
million Wenzhounese live and conduct 
business abroad. On the visible level, Wen- 
zhou is a city of small- and medium-sized 
manufacturers; its 132,700 factories spread 
to the base of the jagged mountain range 
that encloses the city. While most are very 
small, these factories cluster in certain 
light industries that have enormous com- 
bined output. According to city govern- 
ment statistics, Wenzhou factories produce 
20% of China’s shoes, 80% of its eyeglass- 
es frames, 60% of its razors—and, most fa- 
mously, 90% of its cigarette lighters. 

The problem with this quantity of low- 
tech goods is that they were, until recently, 
churned out at the expense of quality. Dur- 
ing the 1980s, “Made in Wenzhou” was a 
notorious label that implied one’s shoes 
would unravel after a few days’ use. This 


reputation has put a chip on the shoulders 
of many of the city’s businessmen, and they 
are almost obsessively determined to over- 
come it. This is not just a matter of pride; it 
is a recognition of changed rules for sur- 
vival. In post-wTo accession China, the en- 
try of foreign brands continues to raise the 
standards of quality acceptable to Chinese 
consumers. Private manufacturers cannot 
afford to make shoddy goods, no matter 
how low the price. 

One of Wenzhou’s largest and most am- 
bitious enterprises is Judger Group 
(Zhuangji Jituan). According to its vice- 
president, Deng Ganqun, Judger “stepped 
out of the swamp” of cheap Wenzhou mer- 
chandise in 1996 and embarked on a “mis- 
sion”: to produce high-end men’s suits for 
the Chinese and international market. 

Mr. Deng combines an MBA education 
with a missionary’s zeal—with fire in his 
eyes, he says, “Our suits are 100% up to the 
quality standards of mid-to-high-end Eu- 
ropean brands.... Eighty percent of the ap- 
parel in the U.S. market is not up to Judger’s 
standards.” 

To judge from a visit to one of label’s 
posh stores, he is not exaggerating. The 
Judger boutique in Wenzhou’s shopping 
district stares down a Hugo Boss store 
across the street. If the products of the two 
labels seem similar, it might be because 
they are identical. Judger is a production 
partner of Hugo Boss’s China operations 
and supplies some of the German brand’s 
apparel. In addition to using the same Ger- 
man, American, and Italian manufacturing 
technology as its European rivals, Judger 
employs Maurizio Baldassari, an Italian 
fashion consultant, as its designer, and 
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opened a design office in Milan in 2001. 

On a basic level, the growth of Judger— 
which now produces 1.2 million suits per 
year—reflects the rising income and in- 
creasingly discriminating tastes of Chinese 
consumers. “Chinese people’s incomes 
were rising just as we were rising,” says Mr. 
Deng, “so we grew fast.... China is moving 
more and more toward a middle-class so- 
ciety, and we are here to provide for the 
white-collar workers in it.” 

Judger is also an example of old Wen- 
zhou entrepreneurialism meeting modern 
techniques of global competitiveness. Its 
president, Chen Min, took a gamble that 
Chinese people would pay up to 12,000 
yuan ($1,497) for a Chinese-made suit. He 
then sustained the high investment levels 
necessary to enlarge the company’s scale 
and ensure that quality justified the price. 

The spirit of the venture is not entirely 
different from Wenzhou entrepreneurs in 
the 1980s betting that consumers would 
pay a little extra for cigarette lighters in the 
shape of sports cars. Today, however, Wen- 
zhou’s largest manufacturers, including 
Judger, are focused on a goal trickier than 
finding a product that will make a buck: 
They are trying to create brands. They 
have seized the idea that an aura of excel- 
lence is not only an outgrowth of quality 
improvements but also an intangible asset 
that enables growth. 

“We start by becoming the best-quality 
shoe in Wenzhou,” says Aokang Shoes’ Mr. 
Wu. “We've done that. Then we become 
the best in China. Our brand carries us 
from Wenzhou to all of China, and from 
China to the world.” 

Some of the branding techniques of Ao- 


kang and Judger are familiar to Western 
consumers: Both companies place televi- 
sion advertisements on cctv that popular- 
ize their slogans: “Wearing Aokang Shoes, 
Traveling Everywhere”; “Wear a Judger 
Suit, You’ll be Lucky All Your Life.” As part 
of an advertising blitz in the late 1990s, 
Judger hired Emil Chow, a Taiwanese pop 
singer, as its “image spokesman.” It even 
built a mall complex in Tianjin, Judger 
Commercial Center, “to strengthen its 
modern reputation,” says Mr. Deng. 

In creating Brand Aokang and Brand 
Judger, these companies are also attempt- 
ing to reference quality improvements that 
extend below the shiny surfaces of their 
outlets. Mr. Deng and Mr. Wu like to tout 
the degree to which their companies have 
become “advanced” or “modern”—which 
often means “Western.” Their companies 
have imported Western manufacturing 
technology and consultants alongside 
Western management structures, supply- 
chain models, franchising strategies, and 
marketing techniques. As much as the 
Western-style suits and shoes that they 
produce, these imported business meth- 
ods are meant to be synonymous with 
quality. They have given Aokang and Judg- 
er a blueprint for moving up the value 
chain in a city—and country—known for 
bit-part processing. 

They have also given both companies a 
competitive edge in China, where Aokang 
has over 2,000 stores and Judger has over 
400. Trade barriers, however, are con- 
fronting their plans to take their brands 
West-ward. 

While Aokang is “wholly concentrated 
on expanding into the international mar- 
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ket,” says Mr. Wu, “we have a special prob- 
lem: Our quality is excellent, but our prices 
are too low.” The company’s ability to un- 
dercut European competitors has “caused 
discontent” with trade authorities in Italy 
and Spain, countries that impose import 
tariffs on Chinese shoes. “So we are enter- 
ing those markets in our own way. We are 
‘pasting on the label’ for European brands,” 
or producing European brand-name shoes 
on an outsource basis. 

“The first step is ‘pasting on the label,” 
says Mr. Deng. Judger currently does so for 
Hugo Boss and Laura Piana. “The next is 
opening our own stores in Europe and 
America.” 

Mr. Deng is frustrated by trade issues 
currently holding up Judger’s plans to en- 
ter the American market under its own 
brand through a partnership with Hart 
Schaffner & Marx, a Chicago-based retail- 
er of men’s suits. “We understand the 
American market,” he says. “We under- 
stand rich markets with high tastes. We 
know that Americans are practical buyers 
who would recognize us as a less-expen- 
sive but still good-quality brand. A Judger 
suit would sell in America for $500, and it 
would be exactly the same quality as a 
$1,000 from another brand. Which would 
you rather buy? 

“American customers would know, but 
American officials would rather get 
wrapped up with ‘cooperation’ issues. 
Americans ought to be thanking us instead 
of causing this hassle. Their brands have 
entered our markets, but they don’t want 


“We have a special problem: Our quality is 
excellent, but our prices are too low.” 








our brands to enter theirs.... They don’t 
even know that Judger already services the 
American market through the suits we 
produce for the European market through 
our European partners. ” 

Both executives are sanguine, however, 
about their brands’ long-term prospects of 
going global. “The globalization of produc- 
tion is obvious,” says Mr. Wu. “Our brand 
must compete at some point with America 
and Italy just as it has with other brands in 
China. Why are we being held up now?” 


OMPANIES LIKE JUDGER and Ao- 
kang may be the new face of 
Wenzhou entrepreneurialism, 
and they are the face of future Chinese 
competitiveness that disconcerts many 
businessmen in the West. But they are 
hardly representative of the vast majority 
of Wenzhou manufacturers. These compa- 
nies are among the handful in Wenzhou 
that have built the economies of scale nec- 
essary to invest in international branding, 
and they are among the few that have ver- 
tically integrated their production to a lev- 
el sufficient to coordinate global 
distribution. According to city government 
statistics, only 2.7% of Wenzhou’s indus- 
trial enterprises have annual sales exceed- 
ing 5 million yuan ($624,000). The city’s 
industrial sector remains in its traditional 
state of fragmentation. 

The presence of so many small manu- 
facturers in Wenzhou—over 100,000—re- 
flects a politically pro-business culture and 
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an economically pro-start-up culture. As 
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materials costs rise and competition inten- 
sifies, however, Wenzhou’s old way of do- 
ing business is being put to the test. 

Zhang Wudi is a manager at Wenzhou 
Roger Belts, which employs 400 workers 
and exports 100% of its leather belts to for- 
eign markets. She is one of many small 
Wenzhou manufacturers who remember 
the 1980s and early 1990s as golden years, 
when cheapness rather than quality was 
the order of the day. 

“Other exporters were very few here in 
the 1980s, but there were lots of foreign 
customers who only cared about finding 
cheap things for the lowest prices,” Ms. 
Zhang says. “Before, we could always keep 
going lower in price, because we could keep 
finding cheaper leather.... But doing busi- 
ness is much harder now.” The price of 
leather and metal clasps has risen between 
100 and 200% in the past 10 years, she esti- 
mates, “and there are more companies com- 
ing into the foreign trade market.” 

Further squeezing the company’s prof- 
its, says Ms. Zhang, is the cost of training 
factory workers to produce belts up to 
“Italian standards,” as well as buying the 
equipment necessary to meet this quality 
benchmark. 

To save costs, Ms. Zhang says, the com- 
pany is moving out of Wenzhou. A new fac- 
tory is under construction in interior 
Jiangxi province, where land is cheaper, 
and the corporate office will be relocated 
there within the year. The move reveals an 
irony of Wenzhou’s development. While 
the city’s commercial environment is ex- 
cellent, its physical environment could not 
be worse. Hemmed in by mountains on 
three sides and the ocean on the other, the 


available land is finite. A boom in factory 
growth and population growth from the 
early 1980s onward has kept real estate 
costs rising as space becomes scarcer, forc- 
ing many small manufacturers out. 

Roger Belts has adapted to new eco- 
nomic pressures by resorting to an old 
Wenzhounese habit: migration. Other 
small manufacturers, however, see fewer 
ways out. 

“Export to Europe just became impos- 
sible,” says Wang Hairong, president of 
Xinxin Lighter Co., which produces spe- 
cialty cigarette lighters in shapes such as 
trucks, skyscrapers, and panda bears. He 
is referring to anew European Union reg- 
ulation that requires all lighters to include 
child-safety catches. It is the kind of tech- 
nological innovation that his company 
cannot afford. “On top of that, there are 
thousands of other businesses in Wenzhou 
doing what we are doing and competing 
with us,” he says. “There is no way to ex- 
pand. The kind of money needed to stay in 
this business, and get ahead, gets higher 
and higher. But it’s harder to come by.” 

Mr. Wang’s company employs 25 people 
and has annual revenue of between 
200,000 and 300,000 yuan, he says. “The 
prospects for the big companies in Wen- 
zhou is great these days,” he says, “but as a 
small enterprise it becomes tougher to sur- 
vive. There could be a whole lot of bank- 
ruptcies soon.” 

Mr. Wang’s company is a traditionally 
sized Wenzhou enterprise set up through 
a traditional channel: informal lending. 
The ability of the city’s entrepreneurs to 
meet their cash needs through low-interest 
or no-interest loans from friends and fam- 
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ily is the basis of Wenzhou’s small-enter- 
prise success story. The caps that 
accompany such interpersonal lending, 
however, mean that the city’s prodigious 
amount of small manufacturers face cred- 
it crunches as the capital requirements for 
competitiveness rise. 

“Say I need $100,000 to start up my 
business,” says Huang Weijun, a Wenzhou 
entrepreneur in the process of raising cap- 
ital to create an export firm. “I can get 
$60,000 of that from my parents, in-laws, 
cousins, and brother. Some of my friends 
can lend me $20,000. My business partner 
in Africa can lend me $10,000.... If you are 
really lucky and have a huge network, you 
can get up to 5 million yuan from people 
this way. But if anyone can reach 5 million, 
they’ve exhausted their network. And a 
company with 5 million in assets is stilla 
small enterprise.” 

An enterprise of that size is also likely 
to be too small to qualify for a loan from a 
state bank. “It is national policy for banks 
to develop small- and medium-sized enter- 
prises,” says Xia Yangjun, an account man- 
ager at Bank of China’s Wenzhou branch. 
“But we are still focused on lending to big 
enterprises with revenues of 30 million 
[yuan] or over, with proven cash and growth 
prospects ... We’re trying to attract the big 
ones, like Kangnai or Aokang.” 

When it was founded in 1988, Aokang 
had four employees, fewer than Mr. Wang’s 
lighter company. It maneuvered its way 
through Wenzhou’s Darwinian environ- 
ment to emerge as a giant whose growth is 
virtually assured by its accumulated capi- 
tal base and its access to bank credit. 

The danger for companies like Mr. 


Wang’s is that their managers will not be 
able to secure from informal sources the 
capital needed to competitively scale up. 
Or, faced with narrowing profits, they will 
not want to risk taking out interpersonal 
loans in a credit culture where failure to 
repay a relative is profoundly more dis- 
graceful than failing to repay a bank 
loan. 

Another possibility is that many small 
manufacturers will not want to to expand 
their enterprises beyond the traditional 
family scale. “Western people give corpo- 
rate power to others,” says Ma Jinlong, an 
economist at Wenzhou City Economic 
Planning Institute, “but most Wen- 
zhounese only give power to family. Any- 
one over 50 or 60 inthis city has experienced 
bitterness and poverty of a kind impossible 
to report about in any paper. It is only nat- 
ural they would want to safeguard their 
children against the same.” 

Whether Wenzhou’s capacity for inno- 
vation can preserve its traditional entre- 
preneurial scale is unclear. Many 
manufacturers might remain small but 
profitable if they can find ways to supply 
higher-quality goods to niches within Chi- 
nese and international production chains. 
But the city’s savviest small entrepreneurs 
will realize that expansion is the surest 
means of survival. If the past is any guide 
to the future, there are likely to be many 
Wenzhou entrepreneurs—bosses of shoe 
sole, valve, lighter factories—who are prov- 
ing better than their competitors at up- 
grading quality and scale. These small 
entrepreneurs may be taking their first 
steps toward creating some of China’s fu- 
ture global brands. Li 
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Will China Go to 
War Over Oil? 


by Wu Lei and Shen Qinyu 





S THE GLOBAL energy 
markets undergo radical 
changes and oil prices 
remain near record 
highs, the “China energy 
threat” has emerged as a new fear in Wash- 
ington’s corridors of power. China’s quest 
for energy security, conducted through ag- 
gressive “bilateral energy diplomacy,” has 
attracted worldwide attention. Many ana- 
lysts argue that the trajectories of the U.S. 
and China, the world’s two most voracious 
energy consumers, will inevitably lead to a 
clash over resources in the future. 

Energy security is already playing an in- 
creasingly important role in Sino-U.S. rela- 
tions, intensifying friction on regional 
issues. For instance, Sudan is one area of 
dispute in which oil is a key to China’s inter- 
est. At present, Sudan is China’s largest 
overseas production base, and more than 
half of the country’s oil exports go to China, 
accounting for 5% of China’s total oil im- 
ports. The genocide and humanitarian di- 





saster in oil-rich Darfur in southern Sudan 
has given rise to concern in the U.S., which 
proposed sanctions on Sudan by the United 
Nations. In September 2004, the Security 
Council voted to threaten sanctions on Su- 
dan’s oil industry if Khartoum failed to rein 
in Janjawid militiamen in Darfur. Shortly 
after the vote, China announced that any 
attempts to actually impose sanctions 
would be met with a Chinese veto. 

Iran is a more troublesome and danger- 
ous test of Sino-U.S. relations, however. 
Iran is now China’s biggest foreign-oil sup- 
plier, and its relations with China in the po- 
litical, economic and military arenas have 
intensified. On Oct. 28, 2004, China signed 
an agreement with Iran worth between $70 
billion and $100 billion to develop the giant 
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Yadavaran natural-gas field and Beijing 
agreed to buy 250 million tons of liquefied 
natural gas from Iran over 25 years. Beijing 
wants to construct a 386-kilometer pipeline 
from Iran to the northern Caspian Sea to 
connect with the Kazakhstan-Xinjiang 
pipeline, bringing more Middle East oil to 
China. This would have lasting strategic 
benefits for China, since a pipeline reduces 
reliance on shipped oil. 

China’s increasing energy investment 
and trade breakthrough with Iran obvious- 
ly clashes with America’s Iran-Libya Sanc- 
tions Act. The U.S. and the European Union 
are pressuring Iran to give up its nuclear- 
power program, and Washington wants to 
refer the case to the U.N. Security Council 
to impose sanctions on Tehran. 

Since Sudan and Iran together supply- 
ing China with 20% of its oil imports, U.S. 
attempts to contain these regimes bring it 
into direct confrontation with China’s en- 
ergy-security policies. Washington has 
warned Beijing that the two countries 
would be on a collision course if China con- 
tinues to pursue energy deals in places like 
Iran and Sudan. U.S. Deputy Secretary of 
State Robert Zoellick has said that Beijing’s 
ties with “troublesome” states would have 
repercussions elsewhere, and the Chinese 
would have to pay the “price.” 

The potential friction does not end 
there. China has also made moves into Lat- 
in American oil-producing countries, an 
area which is traditionally within the U.S. 
“sphere of influence” and is a major oil sup- 
plier to the U.S. In the search for fuel and 
minerals for its booming economy, China is 
disregarding U.S. objections by courting 
these countries. 
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It is too soon to draw conclusions from 
the above stories that the rise of China as a 
new mover of global energy markets is 
bound to lead to war over energy. At the 
very least, a few more complications will 
have to be added to the mix. In truth, the 
United States and China are not really in 
direct competition on many energy issues, 
even though China’s practices of energy di- 
plomacy do undermine U.S. goals of isolat- 
ing or punishing “rogue states.” 

The biggest challenge still arises from 
the Taiwan issue, which Beijing regards as 
an issue of life and death. The Bush admin- 
istration has threatened China by urging 
Japan to rearm and by promising Taiwan 
that, should China use force to prevent a 
Taiwanese declaration of independence, 
the U.S. will go to war on its behalf. It seems 
that the U.S, and Japan might actually pre- 
cipitate a war with China over Taiwan. If 
the “cold war” between the U.S. and China 
on the Taiwan issue turns hot to some de- 


gree, the U.S. and Japan would likely move | 


to cut off China’s overseas “oil lifeline.” 
That would be a huge blow to Beijing, mak- 
ing a wider war over energy inevitable. 
After all, with a widening gap between 
domestic supply and demand, energy is be- 
ing recognized as a core national interest 
among China’s national security apparatus. 
As such, energy security is not only eco- 
nomically vital, but also has political, dip- 
lomatic and military implications. The 
legitimacy of the Chinese Communist Par- 
ty is largely based on rapid and sustained 
economic growth. That is why China’s top 
leaders have been paying full attention to 
this issue and becoming actively involved 
in energy diplomacy toward Russian and 
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states in the Middle East, Central Asia, 
West Africa and even Latin America. This 
is also the motivation behind a major 2004 
reshuffle of China’s energy-related agencies 
in a bid to allow better management of fu- 
ture energy security. The new ministerial- 
level State Energy Office under the 
leadership of Premier Wen Jiabao will fo- 
cus on broad energy decision-making. 

Therefore, the U.S. needs to understand 
China’s quest for energy security and the 
Chinese top leaders’ insecurity vis-a-vis the 
U.S. The fear is that the U.S. might try to cut 
off China’s overseas oil lifeline in order to 
destabilize the country. The fact that Chi- 
na’s future energy supply is overly depen- 
dent on the sea lanes and the fear that the 
U.S. might cut them off as a result of the 
deterioration of Sino-U.S. relations over the 
Taiwan issue drives much of Beijing’s mod- 
ernization of its navy and air forces. 

It must be made clear that China is not 
a small regional power like Iraq or North 
Korea. If confronted with serious threats to 
its energy security, it will mobilize all its 
economic, political and military resources 
to ensure a secure energy supply, or to in- 
terfere in the energy supply chains of the 
U.S. and its allies like Japan in key choke- 
points such as the South China Sea, the 
Strait of Malacca or even the Taiwan Strait. 
These counterbalancing measures would, 
of course, be a last resort. 

Being major energy importers, China 
and the U.S. are finding more common in- 
terests with regard to energy affairs. Both 
countries face similar problems: Domestic 
oil resources are declining, domestic ener- 
gy supplies fall short of demand, and there 
is an increasing need for imports. Both 





hope for a stable supply and fair price in in- 
ternational markets. 

China should actively expand its coor- 
dinative relations with U.S. In fact, as long 
as the U.S. does not embarrass China on the 
Taiwan issue, it is possible for the two pow- 
ers to carry out comprehensive dialogue 
and even cooperation. After all, common 
interest in stabilizing energy supply and 
price makes it necessary for two powers to 
exercise strategic cooperation. 

For China, international cooperation in 
energy security should be become part of 
its energy-security strategy. China’s deci- 
sion makers should keep in mind that en- 
ergy security is a global issue and no single 
energy-importing country can remain im- 
mune from an oil crisis. In an era of global- 
ization, a single nation’s policy no longer 
works well to address oil security. 

The U.S. and its allies, accordingly, 
should gradually lead Beijing onto the right 
track by, for instance, taking China into the 
“oil club,” the International Energy Agency, 
in order to turn China’s unilateral energy 
policy into a multilateral one. This move 
would not only alleviate U.S. concerns 
about China’s unilateral energy diplomacy, 
it would also help to prevent future energy 
crises and minimize the security risks. Chi- 
na’s membership in the “oil club” would en- 
able Beijing to obtain or share energy 
market information. And cooperation with 
the West would bring energy-tapping tech- 
nology, investment knowledge and envi- 
ronment-protection know-how, all of which 
are priorities of China’s new energy strat- 
egy. Most importantly, through coopera- 
tion, China and U.S. can minimize disputes 
and possible conflicts over energy. = 
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Why China’s Rise 
Is Sustainable 


by Carsten A. Holz 





HINA’S RAPID ECONOMIC 
growth since the begin- 
ning of the economic re- 
forms in 1978 has created 
the image of arising, new 
economic superpower threatening West- 
ern economies. At the current growth rate, 
China’s app, in purchasing power terms, 
could exceed that of the U.S. as early as in 
2010. But the question many ask is, can 
China continue to grow as fast as it does 
now? 





Transition economics suggests that 
China grew rapidly because inefficiencies 
of the prereform planning system were 
eliminated. Agricultural and industrial re- 
forms unleashed incentives and thereby 
caused an immediate increase in output. 
Competition between enterprises, increas- 
ingly under private management, led to 
cost-cutting and innovation. The Chinese 
diaspora helped with management tech- 
niques, finance and knowledge of foreign 
markets. China’s economy could not but 


grow. But once the gains of transition are 
exhausted, China’s patch of rapid econom- 
ic growth will end. 

However, development economics pro- 
vides a more promising approach to ana- 
lyzing China’s future economic growth 
prospects. Economic theories of develop- 
ment identify basic patterns of develop- 
ment as experienced by economies around 
the world. Once we know how far along a 
particular development pattern China is, 
we know how much further it has to go. 

As economies develop, labor shifts 
from agriculture to industry and services. 
The East Asian economies are no excep- 
tion. For example, as the chart nearby 
shows, the share of agriculture in South 
Korea’s employment fell to 9% in 2003 
from 63% in 1963, and in Taiwan to 7% in 
2003 from 46% in 1965. In China, agricul- 
ture accounted for 71% of employment in 
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1978 and 49% in 2003. With an average 1% 
of laborers shifting out of agriculture ev- 
ery year, similar to the historical cases of 
South Korea and Taiwan, China is looking 
forward to another 40 years of structural 
change. Even if the number of agricultur- 
al laborers in China is overestimated, be- 
cause the agricultural employment 
numbers probably still include a fair share 
of laborers who temporarily work in urban 
areas, many years of agricultural out-mi- 
gration remain. 

This matters because labor productiv- 
ity in industry is seven times larger than 
in agriculture, and in the service sector 
three to four times larger. In other words, 
every time a farmer moves into industry 
or services, the value added of that laborer 
on average quintuples. At 1% of the labor 
force moving out of agriculture every year, 
this shift alone implies an approximately 
4% to 5% GDP growth rate per year. Struc- 
tural change, if it continues at anywhere 
close to the rate of the past, thus, will re- 
main a major source of economic growth 
for the next two to three decades. 

Why should the shift of labor out of ag- 
riculture continue? China’s agriculture 
suffers from severe excess labor. The num- 
ber of agricultural laborers per acre in Chi- 
na currently is about 100 times higher than 
in the U.S. But movement of Chinese labor 
out of agriculture faces three constraints. 
One is the inability of farmers to sell their 
land on an open land market. The second 
is the two-class household registration sys- 
tem in which rural residents do not have 
the right to urban residency. Third, for 
many farmers agriculture is a way of life 
and leaving the farm means making more 
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than just a financial decision. 

It is the central government that ulti- 
mately controls the first two constraints, 
the liquidity of rural land and the severity 
of the household registration system. The 
central government has chosen a process of 
gradual relaxation. Liberalization of rural 
land transfers has come a long way and is 
currently again on the reform agenda with 
a heated discussion on a new land law. Ur- 
banization, especially migration from the 
countryside to small cities, has become of- 
ficial policy, and different parts of the coun- 
try have been encouraged to experiment 
with different degrees of reform to the tra- 
ditional rural-urban household registration 
divide. A lifestyle of farming has gradually 
been eroded as farmers encourage their one 
child to move off the farm into higher-earn- 
ing urban occupations, perhaps not least 
because farmers’ pension insurance still 
largely consists of their child. This suggests 
a continuing push of labor out of agricul- 
ture into industry and services. 

Job opportunities in industry and ser- 
vices continue to increase as long as de- 
mand for industrial goods and for services 
is strong. In the late 1990s and early 2000s, 
it was government expenditures on pre- 
dominantly infrastructure investment that 
kept demand up. Today it is exports and in- 
creasingly private consumption, while the 
government has taken a step back. 

Net foreign demand has grown rapidly 
in 2004 and 2005. Average wages in Chi- 
na, at the official exchange rate, are 2% of 
those in the U.S. The price of labor relative 
to the price of capital is 6% of that in the 
U.S. In other words, Chinese labor, com- 
pared to the U.S., is cheap in absolute 
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terms as well as relative to capital. China’s 
accession to the wTo and subsequent ex- 
ternal trade liberalization allow these ad- 
vantages to come into full play. This means 
that in a comparison with the U.S., one 
should see sustained, heavy use of Chinese 
labor, as well as foreign investment that 
takes advantage of this cheap labor, theo- 
retically until relative if not absolute labor 
and capital prices pull equal to those of the 
U.S. As a result, the average output per 
Chinese laborer continues to increase. 

This process has worked well for other 
Asian economies. Whether it is Japan, 
South Korea, or Taiwan, with the U.S. as 
the benchmark, a low price of labor rela- 
tive to capital implied high growth rates in 
GDP per laborer, and thus high cpp growth 
in the aggregate. This growth impetus be- 
gan to deteriorate only when these coun- 
tries reached a level of relative factor 
prices compared to the U.S. of around 0.3 
to 0.4, a level which China, currently at 
about 0.05, is unlikely to reach for another 
20 years given the experience of the other 
three Asian economies. 

China also benefits from adopting es- 
tablished production processes rather 


than by having to invent new products or 
processes. Using labor productivity rela- 
tive to the U.S. as a measure of the quality 
of Chinese technology, China is far behind 
the U.S. at a level of only 3% to 10% that of 
the U.S. (with the exact value depending 
on if China’s cpp is purchasing power ad- 
justed or not). At this level of technology, 
growth rates of GppP per capita in Japan, 
Taiwan and Korea were still rising sharp- 
ly before deteriorating around a level of 
30% to 50%, about 20 years later. 

Across all patterns of economic devel- 
opment, China is at the early stages that 
other countries, including Japan, South 
Korea and Taiwan, have experienced be- 
fore. One might want to argue that exam- 
ples of unsuccessful development abound, 
and that China may yet begin to stagnate. 
Against this possibility, the similarity of 
China’s past economic development to that 
of its three Asian neighbors, at least with 
one of which it closely shares cultural 
characteristics, is reassuring. The impor- 
tance of economic growth to China’s lead- 
ership and its success in managing 
economic growth during the reform pe- 
riod also distinguish China from cases of 
development failure. 


Education as Growth Driver 


AT FIRST SIGHT, China’s population and 
therefore its labor force are poorly educat- 
ed. The most recent census figures of the 
year 2000 reveal that only 16.5% of China’s 
population had a senior high school educa- 
tion, compared to 80.4% in the U.S. Only 
1.4% of China’s population had a bachelor’s 
degree, compared to 24.4% in the U.S., and 
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for advanced degrees the difference is 0.1% 
vs. 8.9%. But these figures are deceptive. 

First, they obscure the fact that China’s 
population is four times larger than that of 
the U.S., so that in absolute numbers al- 
most as many Chinese citizens in 2000 
had a senior high school education as did 
U.S. citizens. However, at the bachelor’s 
degree level, the balance, in absolute num- 
bers, was still four times in favor of the 
U.S., and at the advanced degree level 
twenty-one times. 

Second, a population average in the year 
2000 says little about the education of to- 
day’s youngest generation and that of fu- 
ture generations. While throughout the 
early 1990s new enrollment at the bache- 
lor’s and college-level-associate degree lev- 
el in the U.S. was four times larger than in 
China, by 2001 new enrollment in China for 
the first time exceeded new enrollment in 
the U.S., and by 2005 it was twice the U.S. 
level. This means that the number of an- 
nual graduates with a bachelor’s or associ- 
ate degree in China since 2004 exceeds the 
number in the U.S., and by approximately 
2008 will be twice the number in the U.S. 
For master’s and doctorate degrees, China’s 
growth trend is similar and China has now 
reached about two-thirds of the new en- 
rollment numbers of the U.S. 

In other words, education levels of Chi- 
na’s youngest generation have exploded 
over the last decade. If the Education Min- 
istry’s enrollment projections are correct, 
the expansion of tertiary level education is 
not over. The overarching objective is to 
reach by 2020 enrollment ratios at the se- 
nior high school and tertiary level compa- 
rable to those of OECD countries in 2000. 
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What does this current, rapid upgrade 
in the quality of the youngest members of 
the labor force mean for economic growth? 
With no precedents from the past and 
years to go before the current new gradu- 
ates have gained some work experience, it 
is hard to pin down the implications for 
economic growth. A basic growth account- 
ing exercise provides some answers. 
Across countries, the share in cpp of labor 
remuneration, i.e., wages times labor, is 
typically constant over time. China is no 
exception. But this implies that cpp growth 
can be decomposed into labor and wage 
growth. If the future growth of labor and 
wages in China are known, the future 
growth of cpp immediately follows (and a 
more elaborate growth decomposition 
yields almost identical results).. 

Adding up future labor and wage 
growth, starting from the year 2000, pre- 
dicted pp growth for 2000-2005 is around 
5% to 6%, when in fact it was around 9.5%. 
For the next two five-year periods, from 
2005-2015, the predicted growth is astable 
8%. If the 2000-05 comparison is anything 
to go by, this is likely to be an underesti- 
mate. In the long run, the effects of China’s 
unprecedented education explosion on eco- 
nomic growth are hard to determine. After 
2015, predicted growth rates become more 
uncertain, but even in the worst-case sce- 
nario, growth falls only to an average an- 
nual 4% in the period 2020-25, while in an | 
optimistic one it rises above 10%. 


The Demographic Factor 


WITH CHINA’S ECONOMY freed from the 
shackles of prereform-period planning and 
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China a secure member of the internation- 
al trading system, demographics, in the 
form of the quantity and quality of labor, 
takes center stage. In the long run, this 
means that for every genius in the U.S., Chi- 
na potentially has four. If growth and in- 
novation depend on the agglomeration of 
talent—geographically, nationally, cultur- 
ally, or linguistically—then China is in an 
excellent position to continue to grow and 
innovate in the long run. 

Demographics matters not only in 
terms of talent, but also in terms of domes- 
tic market size. Around 80% of China’s 
population, with a total number three 
times that of the U.S. population, lives in 
the densely populated Eastern part of the 
country. This opens up unparalleled op- 
portunities for economies of scale and 
scope. It promotes competition and, there- 
by, rationalization and innovation. 

Where the U.S. spends an amount 
equivalent to almost 3% of GDP on R&D, in 
China it is just above 1% of China’s smaller 
GDP value, albeit increasing rapidly in re- 
cent years and likely to continue rising. But 
there are good reasons for the weakness of 
R&D in China up until now. China is at a 
stage of economic development where 
cheap labor constitutes its core compara- 
tive advantage. Many enterprises have so 
far been able to thrive without large expen- 
ditures on R&D. This will change natural- 
ly once profit margins drop for poor 
innovators. At the macroeconomic level, 
the pressing employment problems suggest 
the creation of labor-intensive industries 
rather than the adoption of labor-saving, 
capital-intensive technologies. A full-scale 
government-ordained reorientation to- 


7 Why China’s Rise Is Sustainable En 


wards high-tech industries would, at this 
point, simply not be in China’s growth and 
employment interest, and is unlikely to be 
before the pool of excess farm laborers has 
shrunk significantly. 

One demographic factor that may yet 
impact negatively on China’s economic 
growth is the shrinking and aging of the 
population. China’s labor force is likely to 
start declining around 2014. The average 
age of China’s labor force is rising to about 
46 years in 2025 from 37 years in 2000. A 
bulge of retirees may yet cost the economy 
dearly in terms of investment foregone for 
the sake of old age consumption. 

Other problems ranging from environ- 
mental degradation to the lack of clean wa- 
ter, to the costs of an under-funded health 
care and urban pension system, may also 
increasingly take their toll. On the other 
hand, China’s leadership has a track record 
spanning more than two decades of rising 
to economic challenges and addressing 
problems as they become urgent. At an al- 
most 10% average annual real growth rate, 
furthermore, Gpp doubles every seven to 
eight years. If the absolute size of a financial 
deficit stays constant during this period, its 
significance, as a share of epr, is halved. 
This provides all the more reason for Chi- 
na’s leadership to stay focused on econom- 
ic growth, although, perhaps, in the future 
of a cleaner and more equitable type. 

Politics may yet pose the greatest con- 
straint on China’s economic growth. The 
Communist Party’s absolute control over 
access to information is unlikely to advance 
scientific research. While information is 
more freely available to those who are part 
of internal circles, public scientific dis- 
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course is almost nonexistent, and a signifi- 
cant Chinese language research 
community centered around Chinese lan- 
guage research publications has yet to 
emerge. When China’s economy is ready to 
broadly move from catching up to extensive 
research, these information constraints are 
unlikely to be helpful. The political con- 
straints not only threaten to impact on Chi- 
na’s long-run economic growth, but will 
also continue to induce some of the best 
China-born talents to go or stay abroad. 


Implications of China’s 
Economic Growth 


INTERNATIONALLY, CHINA’S ECONOMIC 
growth will continue to affect relative 
prices and production structures around 
the world. China’s trade volume is excep- 
tionally large by international standards. 
In 2000, China’s ratio of “exports of goods 
and services” to GDP was 26%, compared 
to 11% for the U.S. By 2005, China’s ratio 
of exports of goods and services to GDP at 
34% was almost 10 percentage points high- 
er (with imports at 30%). Even if this ratio 
only stays constant in the future rather 
than rises further, China’s economic 
growth means that China will soon be the 
world’s largest exporter and importer. 
Two-thirds of China’s imports origi- 
nate in Asia (where it sends half of its ex- 
ports). China’s economic growth, therefore, 
induces economic growth in other Asian 
countries. As India follows China with sus- 
tained, growth-promoting economic re- 
forms, the center of world economic 
activity, as measured by cpp, begins to shift 
to Asia and South-East Asia, with China, 


India, Japan, and Korea at the core. 

China’s economic rise appears little dif- 
ferent from the economic rise of other na- 
tions in the past, except perhaps the speed 
at which it occurs, and the breadth of im- 
plications due to the size of China. What 
may cause particular discomfort in the 
West is the fact that China is, in the words 
of its constitution, a “people’s democratic 
dictatorship ... under the leadership of the 
Communist Party of China.” As China’s FDI 
abroad grows, political questions may be- 
come more pressing, such as to what extent 
Chinese investors abroad are simply exten- 
sions of the Politburo—which appoints the 
managers of 53 of the largest state-owned 
enterprises—and to what extent the world 
will play by the rules of China’s dictators a 
few years down the road. 

But the influence goes both ways. In 
2004, foreign-funded enterprises pro- 
duced 28% of the value-added in China’s 
industrial enterprises with annual sales 
revenue in excess of $600,000 was pro- 
duced by foreign-funded enterprises. For 
years to come, the inflow of foreign capital 
and foreign technology will help China’s 
economy to reform, and foreign inves- 
tors—including Western countries whose 
pension funds invest in China—will ben- 
efit from a return flow of investment re- 


_turns. A larger share of China’s bureaucrats, 


enterprise managers and researchers are 
likely to have a foreign education or work 
experience abroad than in any Western 
country, and many of these may hold a U.S. 
green card. On many measures, China is 
an extremely open country. The distinc- 
tion between “China” and “the West” may 
yet become increasingly blurred. Hi 
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- North Korea’s Path to 
Reform and Peace 


by Harry Lai 





N JANUARY 2006, North 
Korea’s leader, Kim Jong 
Il, and his economic 
chiefs took a secretive, 
eight-day tour of China’s 
cities, including Wuhan, Yichang, Guang- 
zhou, Shenzhen and Zhuhai. Originally, 
Mr. Kim was planning to visit China’s 
Northeast, the rustbelt home of China’s 
earliest command economy. Upon Beijing’s 
recommendation, he followed the foot- 
prints of Deng Xiaoping’s historical re- 
form-promoting tour of 1992 to southern 
China. On that tour, the 88-year-old para- 
mount leader of China helped to install 
economic reform as the agenda for the 
Communist Party. 

Putting behind his past accusations that 
reformist China had betrayed communism, 
Mr. Kim showed fascination with the rapid 
transformation of southern China. He ex- 
pressed his desire to take the North Korean 
. economy out ofits miserable conditions and 
to emulate China’s approach to rapid indus- 





trialization. Indeed, he could bring pros- ` 


perity to his people as well as peace to 
nation if he followed China’s lead and mar- 
ketized the North Korean economy. 
North Korea’s present position is 
roughly akin to China’s position 30 to 50 
years ago. During that period, Mao Ze- 
dong, China’s supreme leader, pursued 


radical antimarket programs that un- 


leashed political chaos, economic depres- 
sion, and international isolation. The Great 


Leap Forward (1959-1961), a utopian eco- 


nomic project designed to boost agricul- 
tural and industrial output, failed so 
spectacularly that it consumed the lives of 
tens of millions of Chinese people. The or- 
chestrated chaos of the Cultural Revolu- 
tion further destabilized the country. 

As Mao was wrecking the Chinese 
economy in the name of revolutionary pu- 
rity, he and his government were also 


wə Mr. Lai is a research fellow at the East Asian 
Institute of the National University of Singapore. 











“ties with the Soviet Union, which disap- 
` proved of China’s disastrous domestic pro- 
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alienating the international community. 
The People’s Liberation Army’s feinting 
tactics toward Taiwan suggested immi- 
nent invasion, which led the United States 
to contemplate nuclear retaliation. China’s 


gram, fell apart after 1960. Meanwhile, 
Mao actively promoted revolution and up- 
heavals abroad and challenged the world 
order eee by the U.S. and the 
U.S.S.R 

_ This daai changed after Mao died 
andi Deng triumphed in aninternal fight for 


leadership. Upon coming to power, Deng 


_» took a tour around the world. He discov- 


gat 


“ered the capitalist world was far superior 


to socialist China in material terms and 
productivity. He became convinced that 
the market economy could strengthen in- 


| stead of oer the communist regime. 


since the 1990s resembles what China ex- 
perienced from the late 1950s to the late 


“1970s. As command economies crumbled 


around the world, North Korea moved 
against the current and held on stubbornly 
to its system. In the 1990s, institutional de- 


fects of the economic system were magni- 


fied by natural disasters, resulting in a 
severe dropin crop outputs in the country. 
‘Similar to what happened to China in the 
wake of the Great Leap Forward, a cata- 
strophic famine swept North Korea, result- 
ing, it is said, in millions of deaths. 

As North Korea became impoverished 
and internally weak and as its image in the 
Western world was tarnished, the regime’s 
insecurity grew. Shortage in energy sup- 
plies and a sense of military vulnerability 






led the North Korean government to de : a 
velop nuclear weapons. The instrumental, 


ity of these weapons was first asa deterrent 


against the hostile U.S. and later as’a bar- | 


gaining chip to extract material assistance 
from China, South Korea and the U.S. 

As long as North Korea locks into the 
command economy, the country will not 
only remain poor and unfurnished, but it 
will continue to have a deep sense of inse- 
curity vis-a-vis the U.S. and its rich allies. 
These allies include a highly developed Ja- 
pan, which North Korea still views as an 
antagonist given its unrepentance over its 
war-time occupation of the Korean penin- 
sula, and South Korea, with its large army. 


Pyongyang will keep its nuclear weaponry l 


program as a way to beef itself up against a 
possible attack. Therefore, one key to un- 
lock this security dilemma is to get Pyong- 
yang out of the outmoded command 
economy and to embrace the market econ- 
omy and free trade. 

China’s transition from Mao’s era to 
Deng’s era suggests that enlargement of 
economic freedom at home and a peaceful 
foreign policy are essential for successful 
economic reform. Likewise, Pyongyang 
needs to relax the suffocating control it ex- 
erts over its citizens’ economic and social 
activities. Until individuals have some de- 
gree of freedom for economic pursuits, the 
economy will stagnate. Pyongyang also 
needs to smooth its relations with the U.S., 
Japan and South Korea, as well as China 


and Russia, and Europe. Meanwhile, dip- _ 


lomatic bluffing and nuclear blackmail will 
quickly become a liability for a nation that 


courts capital from its neighbors and devel- % 


oped nations. 
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: Mr, Kim has ach to lear hon Chi- 
: vat s successful trailblazers. He could start 
perience with its sezs (special economic 
x zones). In 2002, North Korea set up a SEZ 
‘in Sinuiju bordering with China. But 
: Pyo: gyang bungled its development by. ap- 
“pointing. a Dutch-Chinese executive offi- 
er who was wanted by the Chinese 
government for commercial fraud. 

“Ina desperate attempt to attract for- 
| eign capital, North Korea also approved a 
_Hong ong conglomerate to run the Em- 
peror m in Rajin; -Sonbong Free Trace 








ee nb the Chinese Severin It 
proved to bea little too popular as a place 
for co aie officials to throw away 





G p2 rd a borders of Hong Kong and 
Maca mpespectively) suggests that the 











-sea ports, e enjoy y strong social connections 
* with the South, and have relatively open- 
_ minded local officials and population. 

“2 AS the Chinese case indicates, person- 
nelitind economic arrangements are key to 
the success of these sEzs as much as a pru- 


“« dent choice of location. A-competent, open- 
minded, ` and politically savvy chief is 





» reforms. According special privileges re- 
garding taxes, land use, energy supplies, 


and trade will incentivize enterprises and“ 


investors to invest in these sEz’s. Fiscal 





by more effectively.emulating China’s ex- | 


crucial for jumpstarting the first phase of 


concessions and reduced fiscal remittance 7 


requirements by Pyongyang can ease the 
risks for these SEzs in experimenting with 
new measures. They may even stimulate 
local efforts at-reform. | 

Finally, support for reform heeds to 5 be 
sustained woe me national in 


are morale in the i o£refortn. 


Young, liberal, educated, and techno- 


cratic leaders need to be groomed to exe- 


cute reforms and overcome possible stern 


opposition from the conservative estab- 
lishment. The political criteria for promot- 
ing elites needs to be completely 
overhauled. Ideological conformity has to 
be downplayed and managerial competen- 
cy and economic liberalism be stressed. 


Pyongyang also has to better manage. 
relations with South Korea, the U.S., and 


Japan. Although they are its chief foreign 
adversaries, they are its principal patrons 
and potential sources of foreign invest- 
ment. Pyongyang would do best to open up 
the nation to these countries only after its 
own security concern has been eased. Its 
sense of military and political insecurity 
will not only divert Pyongyang’s attention 
to reforms but also discourage foreign in- 
vestors inthe North. Pyongyang must first 
initiate a détente with the South in order to 
jumpstart economic reform. 


Pyongyang may not give up'its commu- ` 


nist grip on power and open its political 
system any time soon. However, econom- 
ic freedom, marketization and free trade 
will result i ima sea change i in the most se- 


-cluded'regime | and economy in. the world 
and foster peace in the region. — w 


= North Korea’s Path to Reform arid Peace 
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The Lost Voices of 


-Asia-Pacific’s Poor — 


by Hafiz A. Pasha 


ODAY, WE STAND at the 
midpoint of the United 
Nations’ decade of com- 
mitment to improve hu- 
: m n development for 
more than 600 mill.on people in 50 of the 
world’s poorest countries. 

Under the Brussels Program of Action, 
adopted in May 2001 at the Third United 
Nations Conference on Least Developed 
Countries (LDCs), a strong global partner- 
ship was envisioned to address the special 
economic and development situation of 
these poor nations. Now, a comprehensive 
global midterm review is being completed 
to see whether that partnership has led to 
sustainable progress by LDCs toward the 
Millennium Development Goals (MDGS), 
the antipoverty targets adopted by all U.N. 
member states. | 

Ideally, this effort will halve poverty, 
inequality and deprivation by 2015. This 
can enable poor countries not only to inte- 
grate beneficially into the global economy 
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but also, more broadly, allow them to ex- 
pand opportunities and choices that will 
allow their people to lead better lives. 


But here in Asia Pacific, we still face 


formidable challenges in this regard. The 
struggle goes on to rebuild from the crush- 


ing tsunami of Dec. 26, 2005 and. other : o 
natural disasters such as the devastating TE 
South Asia earthquake of October 2005,- 
Moreover, ominous new economic trends 

are emerging: signs of fiscal stress an ] n- 


flation in response to soaring oil } 


loss of market share by some poorer econ- 2 . 
omies following the end of textile quotas; © 
and the continuing lack of decisive prog- — 


ress in the Doha Development Agenda of 
trade negotiations, 

If these continue, most of the 37 devei: 
oping countries in the Asia-Pacific region— 


wa Mr. Pasha is United Nations assistant secre- 
tary-general and director of the regional bureau 
for Asia and the Pacific for the United Nations 
Development Program. 
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especially the region’s 14 Lpcs—will not 
reach many of the antipoverty goals by 
2015. These countries include Bangladesh, 
Bhutan, Cambodia, Burma, Laos, East 
Timor and Afghanistan. Despite some sig- 
nificant progress, Asia-Pacific’s LDcs— 
home to about 40% of the people who live 
in the world’s Lpcs—are lagging badly and 
require international attention. Let there 
be no mistake: There are poor countries in 
this region no less in need of global support 
-= than elsewhere. Now, it is time for the voic- 
es of the Asia-Pacific LDCs to be heard. 

On the positive side, per capita GDP in 


these countries generally rose consistent- ~ 


ly from 1990 to 2003, partly as the result 
of the expanding external sector. Overall, 
however, Asia-Pacific Locs still suffer dis- 


| a proportionately from poverty in what is 


~~ considered an economically dynamic re- 
gion. Additional vulnerabilities arise from 
limited human resources, geographical 
constraints and, in some cases, high levels 
of conflict. 

Some Asia-Pacific LDCS, such as Laos, 
are slipping backward in reducing income 
poverty. More seem destined to miss at 
least half of other critical antipoverty tar- 
gets. For several high-priority indicators, 
including infant and mortality for children 
aged five and under, malnutrition and ru- 
ral water supply, four countries—East 
Timor, Afghanistan, Mongolia and Papua 
New Guinea—are not expected to achieve 
any target. 

Adding to the troubled outlook, annual 
per capita income in Asia-Pacific LDCs 
stands at only 25% of the figure in the re- 
gion overall. Almost half the people in 
these countries fall below national poverty 
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lines. Even if the goal to halve poverty is 
reached, given the LDCs’ large populations 
and expected growth rate, as many as 92.5 
million people will still be living in poverty 
in 2015, of whom 53 million will be in Ban- 
gladesh and 10 million in Afghanistan. 
Because of the tyranny of averages, 
therefore, the plight of people in some of 
the world’s poorest countries—including 
Afghanistan, East Timor and Nepal—gets 
overshadowed by the comparative suc- 
cesses of China, India and the Asian “ti- 
gers.” Such wide-ranging challenges must 
be addressed first and foremost by the 


‘pcs themselves. National ownership is 


critical not only to successful development 
strategies, but also to successful peace 
building, which many of these countries 
also require. 

How, then, can the international com- 
munity support these countries in ad- 
dressing the challenges? 

Firstly, higher development assistance 
has long been promised by richer countries 
but has not been delivered. The Millennium 
Declaration, which gave rise to the MDGs, 


called on industrialized countries to ensure 


more generous assistance, to implement an 
enhanced program of debt relief for heav- 
ily indebted poor countries, and to adopt a 
policy of duty- and quota-free access for ex- 
ports from LDCS. At the Group of Eight lead- 
ing nations’ summit last summer, leaders of 
the world’s developed countries also com- 
mitted themselves to the doubling of aid by 
2010 and the immediate write-off of the 
debts of many of the poorest countries. At 
the World Trade Organization’s Ministe- 
rial Conference in December, market access 
was granted for 97% of LDC exports. 
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Yet on average, disbursements of devel- 
opment aid in per capita terms to Asia-Pa- 
cific LDCs have been less than half to LDCS 
in other regions, and have not increased 
per capita since 1990. The U.N. Develop- 
ment Program estimates that, by initially 
tripling official development assistance 
from 2002 levels of less than $4 billion to 
$12 billion, the poorest countries of the re- 
gion could achieve most of the MDGs. 

Secondly, it is time to live up to the 
promise to embrace Asia-Pacific countries 
in the Highly Indebted Poor Countries 
(HIPC) Debt Initiative, which currently in- 
cludes only two Asian nations (Burma and 
Laos). While the average debt burden for 
the poorest countries in other regions was 
twice that of Asia-Pacific LDCs in 2002, the 
average debt relief granted was more than 
10 times greater. Changing poor countries’ 
eligibility would ensure that some of the 
money that flows out in the form of debt 
servicing is diverted to internal develop- 
ment expenditures. 

Thirdly, is it possible to offer the hun- 
dreds of millions of impoverished people 
in Asia Pacific a real opportunity to benefit 
in a globalized world market? Trade can 
provide the means by which these coun- 
tries grow their economies and reduce 
their dependence on aid and debt relief. 
The relationship between international 
trade and overcoming poverty in the 14 
LDCS can be direct and powerful. Yet be- 
cause LDC exports are concentrated in a 
few products—such as textiles and cloth- 
ing—the seeming wTo commitment of 97% 
market access, which starts in 2008, could 
still exclude the very products that LDCS 
can produce for export. 


In fact, Asia Pacific may be its own best 
source of future trade and investment 
growth. In 2003, developing countries in 
the region contributed more than two- 
thirds of global South-South trade, or trade 
between and among developing countries. 
Even so, developing countries will need to 
revisit their own structures of protection, 
which have often shown to weigh more 
heavily on exporters from Lpcs than on 
those from developed countries. 

Now, we must commit to making coop- 
eration with Asia-Pacific countries most in 
need of aid a fundamental part of regional 
policy and practice—just as affluence in 
the industrialized world is built largely on 
strong, interactive webs of cooperation. 
Significant opportunities exist for con- 
certed regional cooperation in the pursuit 
of international public goods such as open 
trade systems and clean air. 

Several developed and developing 
countries in the region already are sharing 
their experiences, mainly in the form of 
technical assistance. India, China, Singa- 
pore, Malaysia and others have initiated 
efforts at South-South cooperation that 
extend into billions of dollars. 

Moreover, because the most dynamic 
economies of the region have built their 
success on trade, this development must 
be extended to the Asia-Pacific LDCS. A 
large number of regional trading arrange- 
ments have emerged in which LDCs are 
members, which indicates an increasing 
interest in fostering closer intraregional 
cooperation on these issues. 

Overall, opportunities for Asia-Pacific 
countries to work together for their mutu- 
al benefit are not limited to trade or train- 
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It is time that the world live up to its promise to help 
Asia-Pacific’s 14 poorest countries develop. 


ing. Other transborder issues that require 
immediate attention include HIV/AIDS, gov- 
ernance and the environment. Here coop- 
eration can take the form of developing 
pro-poor regional agreements for HIV/AIDS 
prevention and treatment; regularizing 
immigrant workforces; holding a regional 
convention on the elimination of corrup- 
tion; and establishing a “green growth” 
network for environmental policy. 

At the same time, poor countries must 
recognize their own responsibility in im- 
proving their situation. Asia-Pacific LDCS 
must address donors’ concerns about cor- 
ruption, wastage and other governance is- 
sues. Donor fatigue and resistance often 
originate from frustration in seeing aid fail 
to deliver expected results. 

Institutional bottlenecks also exist in 
many countries, particularly in terms of 
high transaction costs, laws and regula- 
tions. LDCs must take dramatic steps to re- 
shape national and local institutions—in 
particular, reforming the way they deliver 
public services to reach their poorest and 
most marginalized citizens. Consider East 


Timor, where poverty is most severe in ru- 
ral areas—but where the vast proportion 
of current investment is directed to Dili, 
the capital, and only one-third of total 
public expenditure and one-fifth of goods 
and services target rural districts. 

All this must be part of a broader part- 
nership for global development, as envi- 
sioned under the mMpGs. In the end, this 
global partnership is essential to contrib- 
ute substantially to the betterment of the 
Asia-Pacific region. 

We have half a decade to go under the 
Brussels Plan of Action that symbolizes 
the world’s commitment to the Lpcs, and 
we must make certain not to waste a valu- 
able opportunity. In human terms, this 
could mean an estimated 40 million more 
people would have access to safe drinking 
water, at least two million lives would be 
saved from preventable disease, and five 
million more children would be enrolled 
in primary school. When the voices of even 
the poorest nations of the Asia-Pacific re- 
gion are heard, we will be much closer to 
the world we want. i 
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Compromising 
Justice in East Timor 


by Jill Jolliffe 


S eaa iad 


N OCTOBER 1999, Indone- 
sian troops filed silently 
through the smoldering 
remains of East Timor’s 
capital, Dili, and on to its 
port. Their sullen embarkation signified 
the end of a bloody imperial adventure 
which began in the former Portuguese col- 
ony 24 years before, 

The Suharto dictatorship had fallen. 
United Nations officials in New York were 
busy drafting resolutions which would 





shape a new country about to rise from the 
ashes. Recently arrived U.N. peacekeepers 
observed the historic departure. They had 
been sent to restore order after violence 
accompanying an overwhelming pro-inde- 
pendence vote in August. 

Around 1,400 people had died and 
countless others were injured or missing 
in the violence unleashed by the departing 
Indonesians and their Timorese militias. 
Another quarter million had been forcibly 
deported to Indonesian (West) Timor. 


As the peacekeepers continued to ar- 
rive, U.N. Secretary-General Kofi Annan 
commissioned five international jurists, 
led by Costa Rican expert Sonia Picado, to 
visit Timor, assess breaches of internation- 
al law and recommend U.N. action. 

The team advised: 


Victims ... must not be forgotten in the 
rush of events to redefine relations in 
the region, and their basic human 
rights to justice, compensation and 
the truth must be fully respected. 


It stressed “the need to act against im- 
punity in order to discourage future viola- 
tions of human rights” and recommended 
that the U.N. establish an international tri- 


ae Ms, Jolliffe is a free-lance journalist working 
on The Living Memory Project, a video archive 
of testimony by East Timor's former political 
prisoners. She recently shared the award of Jour- 
nalist of the Year 2006 from Yale University’s 
Globalist magazine. 





bunal to judge “those accused ... of serious 
violations of fundamental human rights 
and international humanitarian law....” 

The secretary-general’s response was 
to pass the Picado report to the Security 
Council without endorsing its recommen- 
dations. The Council voted instead to es- 
tablish a two-pronged system of justice for 
East Timor. A special court in Jakarta 
would try Indonesian perpetrators, while 
a U.N.-funded Serious Crimes Unit (scu) 
in Dili would prepare cases to be tried be- 
fore international panels of judges. 

It also approved a truth commission for 
Dili, the Commission for Reception, Truth 
and Reconciliation (known by its Portu- 
guese acronym, CAVR), to collect testimony 
on human-rights violations committed be- 
tween Portugal’s botched April 1974 de- 
colonization and Indonesia’s 1999 
withdrawal. Its brief was to reconcile per- 
petrators of minor crimes with their com- 
munities, while referring serious crimes to 
the scu for prosecution. 

Two important points to note are that, 
firstly, the resolution assumed that democ- 
racy was complete in Indonesia, that the 
reformasi process begun before Suharto’s 
fallin May 1998 had succeeded. This is still 
not the case. Some enlightened reforms, 
including decentralization of power and 
direct election of all political representa- 
tives, have been instituted, but military 
_ figures still exercise inordinate influence. 
Secondly, the resolution concerned only 
war crimes committed in 1999, despite a 
clamor by the East Timorese public for re- 
dress in cases stretching back throughout 
the 24-year Indonesian occupation. 

As a result, many Timorese distrusted 


T Compromising Justice in East Timor l 5: 


oo EAST TIMOR c= 


the U.N.’s justice arrangements, not be- 
lieving Jakarta capable of trying its own 
military officers who had ordered and di- 
rected the bloodshed. The scu prosecu- 
tions in Dili were viewed more positively, 
even if their power was limited. 

Seven years on and millions of dollars 
later, these various strands of the justice 
process have been tested and found want- 
ing. There is discontent with the U.N.’s 
performance and a tendency by U.N., Ti- 
morese and Indonesian leaders to meet 
criticism by patching together inferior so- 
lutions without consulting victims, or civ- 
il society in general. By the time the U.N. 
was due to pull out of East Timor on May 
20, 2005, the Jakarta court known as the 
Ad Hoc Tribunal had tried a mere 18 men 
accused of orchestrating the violence, 
mostly senior Indonesian officers. All were 
acquitted except Timorese militia leader 
Eurico Guterres, whose five-year sentence 
was increased to 10 years on appeal. 

The scu prosecutions in Dili had more 
to show, but also disappointed. Interna- 
tional judges tried perpetrators by due le- 
gal process, but although 317 people had 
been indicted by May 2005, only 74 had 
been convicted. East Timorese militiamen 
were behind bars, but not their Indonesian 
commanders. The reason was that al- 
though the U.N. transitional administra- 
tion in Dili had signed an April 2000 
extradition agreement with Jakarta, Pres- 
ident Megawati Sukarnoputri reneged on 
the deal. Most of those indicted still enjoy 
sanctuary in Indonesia. 

In a bid to raise the psychological 
stakes, Timorese scu chief Longuinhos 
Monteiro negotiated local police member- 
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ship of Interpol. “Wanted” notices of in- 
dicted Indonesians now appear on the 
organization’s Web sites, and when they 
travel abroad they risk arrest by Interpol 
agents and handover to Dili police. 

In early 2005 the U.N. secretary-gen- 
eral ordered a new report to determine 
why the 1999 Security Council resolution 
had failed. But even before the three-per- 
son commission began work, anew scheme 
was being hatched by politicians to satisfy 
the clamor for justice without actually de- 
livering it. The cAvr had not handed in the 
report of its investigation into the viola- 
tions of 1974-99, yet a new truth and rec- 
onciliation commission was underway, 
undermining CAVR’s credibility. 

The idea of a bilateral Indonesian-East 
Timorese commission as an alternative to 
prosecuting war criminals had been raised 
earlier by Timorese Foreign Minister José 
Ramos Horta. By year’s end a deal was in 
place between President Yudhoyono and 
East Timor’s President Xanana Gusmão. 
This second Truth and Friendship Com- 
mission consisted of five Indonesian and 
five Timorese commissioners. 

Presented as a project to facilitate 
truth-telling by Indonesian officials, it of- 
fered an amnesty to those who testified. 
Former Indonesian Defense Minister Gen. 
Wiranto, indicted for war crimes in Dili 
but untouchable in Indonesia, was a de- 
sired witness. 

Its Timorese supporters argue that its 
truth-telling functions, facilitated by the 
amnesty, will assist President Yudhoyono 
to effect reforms within the military. They 
contend that by advancing Indonesian de- 
mocracy it will serve Timorese interests 





(failing to consider that the commission 
could equally be a tool for Mr. Yudhoyono 
to vanquish political rivals). 

The commissioners sought access to 
sensitive testimony in scu and CAVR ar- 
chives, triggering fears this material might 
end up in Jakarta’s secret police files. The 
Timorese commissioners were mainly re- 
cruited from the CAvR under pressure from 
President GusmAo’s office. The Indonesian 
commisioners include West Timorese 
archbishop Petrus Turang and retired 
general Agus Widjojo, billed as a “respect- 
ed reformist general.” In 2001 Mr. Widjojo 
told a Jakarta conference that human- 
rights training was unsuitable for Indone- 
sian soldiers because it interfered with 
their performance. 

In Dili, critics underlined that the 
commission had not been debated public- 
ly, and the influential Roman Catholic 
Church, which advocates war-crimes tri- 
als, expressed its dissent in a letter to Mr. 
Annan. 

Meanwhile, the U.N. experts presented 
their findings on May 26, 2005, six days 
after the bulk of U.N. personnel had with- 
drawn from Dili. Their findings echoed 
those of the Picado report. They said the 
ad hoc trials in Jakarta showed “scant re- 
spect for relevant international standards” 
and recommended retrials, or, if Indonesia 
did not comply within six months, a war- 
crimes tribunal. The report called on the 
Security Council to extend the scu’s work 
for two years. 

On the bilateral Truth and Friendship 
Commission, U.N. experts urged the inter- 
national community to withhold financial 
support “unless the two governments re- 
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consider the terms of reference,” saying 
the impunity offer violates international 
law. The experts also found “an absence of 
political will and government support in 
[East Timor] for the continuation of the se- 
rious crimes process, which impedes ... 
bringing to justice those responsible for 


crimes against humanity....” 
OSE ANDRADE IS an energetic 
J parliamentarian for the govern- 
ing Fretilin party. Officially he 
supports its impunity policy, but as a tor- 
ture survivor his personal feelings tend to 
be at odds with the party line. He was ar- 
rested in 1999 in the border town of Mali- 
ana by Lieut.-Col. Siagian Burhanuddin, 
whose face now features on Interpol post- 
ers. Beaten insensible on Mr. Burhanud- 
din’s orders during interrogation, Mr. 
Andrade was blinded in his right eye by 
blows from rifle butts. The scu indictment 
brought him a sense of relief, but it could 
be dropped, leaving Mr. Andrade’s tortur- 
er permanently at large. 

There are an estimated 10,000 former 
political prisoners from the Indonesian 
period in East Timor. A sample of 45 re- 
cent in-depth interviews by the archival 
project Living Memory showed that more 
than 90% had also been tortured. Of these, 
a substantial proportion had suffered se- 
vere torture, defined by practices such as 
the application of electric shocks and the 
extraction of fingernails or toenails with 
pliers. The ex-prisoners are a forgotten 
group who struggle with personal demons, 
untreated injuries and anger over the in- 
justice of impunity. 

The capacity of the justice issue to gen- 





erate tension was demonstrated when the 
2,500-page CAVR report was finally tabled 
in late 2005. Based on 8,000 witness inter- 
views, it was a damning litany of Indone- 
sian abuses, blaming Jakarta for more than 
100,000 deaths from killings, starvation 
and disease during the occupation. 

President Gusmão delivered a copy to 
the U.N. secretary-general in January. The 
president told reporters that East Timor 
would not be seeking reparations from Ja- 
karta. Nevertheless, Mr. Yudhoyono can- 
celed a scheduled meeting with the 
Timorese president and relations chilled. 

Mr. Annan has not responded to a Sep- 
tember request from the Security Council 
for guidance on the latest experts’ report. 
He is bound to speak before the U.N.’s cur- 
rent Timor mandate expires in May, but 
insiders predict he will once again ignore 
anti-impunity resolutions and the very ad- 
visors he commissioned, allowing the jus- 
tice issue to fester. At the end of his term, 
it would not be costly for the secretary- 
general to take a principled, if unpopular, 
stand. Such a stand might even secure his 
reputation in history, but his legacy looks 
like being otherwise. 

East Timor’s vain quest for justice is a 
casualty of the new world order in which 
Indonesia’s value as a moderate Muslim 
power supporting the war against terror- 
ism outweighs its undemocratic shortcom- 
ings. It is, however, also a victim of 
international cynicism, which could see 
East Timor revert to its former status as a 
forgotten territory that lacks the interna- 
tional leverage necessary to redress de- 
cades of violence and abuse that still haunt 
those who live there . = 


Compromising Justice in East Timor 
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itz met recently with REVIEW deputy editor Colum Murphy to discuss what the 


D CONOMIC TREND SPOTTER and Reagan administration veteran Clyde Prestow- 


rise of Asia means for the U.S. economy. These are excerpts of the conversation; 
a complete transcript will be posted on www-feer.com. 


REVIEW: In your 1988 book Trading Places: 
How We Allowed Japan to Take the Lead, 
you warned that the U.S. economy risked be- 
ing overtaken by mighty Japanese compa- 
nies. Why do you think it is happening again 
with China? 


CLYDE PRESTOWITZ: ...There was a huge 
asymmetry in the Japanese relationship 
with the world at that time. The Japanese 
market was extremely difficult to get in 
to....Japanese goods were flooding into 
foreign markets, particularly the U.S. mar- 
ket, at a time that the U.S. economy wasn’t 
doing very well and so there was loss of 
employment and factories closing....Japan 
challenged the U.S. in ways that the U.S. 
had never been challenged before. And the 
Japanese phenomena highlighted some 
weaknesses in the U.S. economy....The 
Japanese did a great job in quality and it 
highlighted the weaknesses in American 
quality. 

In the 1990s, Japan ran into the collapse 
of the bubble [economy] and they had a de- 
cade of very slow economic growth and 
restructuring. The media turned around 
and said, “Why did we ever have to worry 
about Japan? See, our system is right and 
we won out in the end!” 

Well, no! Japanese had their own weak- 
nesses and they made some big mistakes in 
the way that they responded to the collapse 
of the bubble. But what is often forgotten is 
that, from the laundry list of proposals that 
I and others made [at that time], a lot were 
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actually adopted. We improved our quality. 
We had the Plaza Agreement that revalued 
the dollar. We had a U.S.-Japan Semicon- 
ductor Agreement that opened the Japa- 
nese market. So through a combination 
of our picking up our game and the Japa- 
nese running into their own problems, it 
appeared as if the competitive edge in the 
90s had swung back to the Americans. 

It appeared that way but it wasn’t nec- 
essarily that way. For two reasons: One is 
that while we Americans addressed many 
of the weaknesses, we didn’t address all 
of them. Our savings rate not only did not 
improve, it got worse. Our investment in 
critical infrastructure got worse. A lot 
of the underlying weaknesses in the U.S. 
were masked by the problems the Japa- 
nese had and by the dotcom bubble, and 
then by the housing bubble. So it looked 
as if the U.S. economy was just going like 
gangbusters. 

Now in 2006 what we see is that Japan’s 
back and that, in fact, maybe Japan never 
went away ... and now we also have India 
and China and of course the Asian “tigers.” 
I think that Japan was the prelude and 
now we are into the main game. 


REVIEW: Specifically, what needs to be done 
to safeguard America’s economic position? 


cp: First, we really need to address the 
asymmetry in the global economic struc- 
ture. Central to that is the role of the dol- 
lar. That the dollar is the world’s money, 
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that we are the only country in the world 
that can print that money and can borrow 
in its own currency, appears to be a ben- 
efit, but in fact it’s a curse.... It allows us to 
be irresponsible and it allows everybody 
else to be irresponsible, too. It allows us 
not to save and it allows the rest of world, 
particularly Asia, to oversave. The U.S. 
ought to lead a global Bretton Woods II or 
TII in which we change the role of the dol- 
lar. We need to de-emphasize the dollar. 
We need to consider creating an interna- 
tional unit of account which is a basket of 
currencies. 

Second, we need to get our domestic fis- 
cal policy under control. We need to bal- 
ance the U.S. budget. We need to get health 
care, pensions and social security into 
some form of long-term stability. We need 
to build incentives for saving. Right now, 
all the incentives in the U.S. economy are 
to spend, to consume. We have to go back 
to our historic savings rate which is about 
10% of cpp. Right now we are negative. 

Third, the U.S. needs to develop the 
same kind of mentality about being com- 
petitive that one sees here in Asia and that 
used to exist in the U.S. Ten years ago, the 
U.S. telecommunications network was the 
best in the world and South Korea’s was no- 
where. Today, Korea’s is clearly the best in 
the world and the Americans are lagging 
far behind. So what happened since 1996? 


REVIEW: What about the other Asian econ- 
omies, what do they have to in order to 
improve their competitiveness, especially 
vis-d-vis China? 


cp: The Asian economies all face questions 
similar to those being faced by the U.S. In 
fact, in some cases, more severely because 
they are smaller economies with much 
fewer resources and capabilities than the 
U.S. Many of the Asian economies are go- 
ing to do fine as suppliers of raw materials 
to China. But clearly many of these econ- 


omies are in manufacturing and are try- 
ing to go high-tech and that’s just where 
China is going, too. 

So, it’s the same thing: Are you invest- 
ing to keep your infrastructure right at 
the cutting edge? Are you educating your 
kids? Are your taxes and fiscal policies 
what they should be? Are you adequately 
looking for niche market where as a small 
economy you can do very well without go- 
ing head to head with this behemoth Chi- 
na? I think these are major questions for 
the other Asian economies. 


REVIEW: What are the biggest challenges 
facing China and India? 


cP: India and China face similar challeng- 
es in some of the aspects. Cleary, energy 
availability, energy cost, water availabil- 
ity, desertification ... metropolitanization, 
etc. Both of them have corruption prob- 
lems, although the sources of corruption 
are different.... In China, the source of cor- 
ruption is the lack of the rule of law, com- 
bined with a one-party system and the lack 
of a free press. In India, you have rule of 
law. Everybody knows corruption is there 
and people know who is corrupt. But of- 
ten these are politicians that keep getting 
elected. And Indian corruption is more 
like New York under Boss Tweed... 

In the case of India, I think the question 
is can democracy, particularly in a coun- 
try where a large percentage of the popu- 
lation are illiterate and very poor, take the 
hard decisions to deal with these very big 
challenges and maintain the momentum 
for growth. 

In China, the question is the opposite. 
Clearly, they can make fast decisions. They 
can identify the big problem and deal with 
it. The question is, how do you know what 
is going to happen tomorrow? How do you 
deal with social unrest, the lack of rule of 
law and corruption? Can they deal with 


that? | 
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Singapore’s Mission 
To Befriend Thailand 


by Ukrist Pathmanand 








ROTESTS ERUPTED EARLIER this year when Thailand’s Prime Min- 
ister Thaksin Shinawatra announced the sale of his family’s control- 
ling stake in Thai telecommunications and media giant Shin Corp. to 
Singapore government-owned Temasek Holdings for a tax-free $1.9 
billion. Many Thais were outraged that their prime minister was sell- 


ing off an important national asset to foreigners. But as Chulalongkorn University Pro- 
fessor Ukrist Pathmanand suggests in this article that originally appeared in the Thai 
political magazine Matichon Weekly in early March, the controversial deal is not the 
only recent example of expanded ties between Bangkok and Singapore. 


On the issue of Thai-Singaporean secu- 
rity issues, the Web site of the Thai Min- 
istry of Foreign Affairs states: 


The Thai and Singaporean armed 
forces have developed good military 
relations and cooperate as ‘strategic 
partners’ in the maintenance of re- 
gional security. A Thai-Singaporean 
joint administrative committee for the 
defense industry has been established 
to monitor the two countries’ security 
relations and to resolve any problems 
that may arise.... 


o 


Yet close examination ofthis statement 
leads to one important conclusion—such 
relationships seem to benefit Singapore’s 
armed forces more than Thailand’s. 

In 1981, Thailand and Singapore signed 
a memorandum of understanding on joint 
military collaboration which allowed Sin- 
gapore’s army unilateral access to Thai- 
land’s air-base facilities for training, the 
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in Bangkok, and co-author with Duncan McCa- 
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Institute of Asian Studies, 2005). 
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transportation of military provisions and 
the use of Thai air space. However, under 
that Mou, Thailand did not enjoy similar 
benefits from Singapore. 

After 23 years, on Nov. 22, 2004, the 
two countries’ defense ministers signed a 
new 15-year MOU on bilateral military 
training and exchange of provisions be- 
tween the Thai and Singaporean air forc- 
es. This important MOU was signed by then 
Thai Minister of Defense Gen. Samphan 
Boonyanun who was appointed for a brief 
period toward the end of the first Thaksin 
administration. By signing the MOU, this 
relatively unknown general, with seem- 
ingly no close ties to the Thai Rak Thai 
Party or the prime minister, committed an 
act of significant importance for the secu- 
rity of Thailand.... 

With the new mou it seemed that the 
Thai Ministry of Defense was more aware 
of Thailand’s disadvantaged position un- 
der the previous agreement. This time 
Bangkok demanded more equal access to 
Singapore’s air-base facilities and air 
space, as well as to the transportation of 
military provisions. 

Under the new MOU, Singapore offered 
to “donate” seven second-hand military air- 
craft —three F-16 Alpha and four F-16 Bravo 
models—to the Royal Thai Air Force, in ex- 
change for the use of Thailand’s Udon 
Thani Air Base.... The deal was widely pub- 
licized by Thailand’s Ministry of Defense 
as a sign of the good relationship that ex- 
isted between these two countries. 

However, the “donation” raises several 
important points. The Nation, a Thai daily 
English-language newspaper, reported 
that the Royal Thai Air Force had signed 


an agreement granting the Republic of 
Singapore Air Force (RSAF) the use of Udon 
Thani air base three times a year in ex- 
change for the “donation” of seven second- 
hand F-16 aircrafts, valued at more than 
one billion baht ($26 million). This consid- 
erably expensive “donation” amounts to 
“rent” for the use of the Thai air base.... 

In October 2004, just prior to signing 
the Mou, Gen. Samphan, a former assistant 
to the defense minister, was promoted to 
the position of minister in the last cabinet 
reshuffle of the first Thaksin administra- 
tion. He served for a brief two-month 
term. Like many other figures in the Thak- 
sin government who were specifically ap- 
pointed to complete certain tasks, the 
general subsequently disappeared from 
the Thai economic and political scene into 
oblivion.... 

...[T]he deal was specifically conceived 
to strengthen Singapore’s national secu- 
rity by extending its forward defense to 
Thailand. By conducting antiterrorist 
training at Udon Thani Air Base, Singa- 
pore has transformed the region’s geopol- 
itics and basically included Thailand as 
part of its counterterrorist strategy.... 

The seven second-hand aircraft are 
part of Singapore’s strategic plan to turn 
the small island state into a major party in 
the establishment of the regional security 
and counterterrorism measures through 
close collaboration with Thailand. 

But since Mr. Thaksin has frequently 
stated that Thailand is free from interna- 
tional terrorist threats, he was never able 
to convince the people of Thailand and the 
Thai security agencies why the country 
should accept this deal... E 


| Singapore’s Mission to Befriend Thailand 6i 





a REVIEWS 


CHINA’S TRAPPED TRANSITION: 
THE LIMITS OF 
DEVELOPMENTAL AUTOCRACY 
by Minxin Pei 
Harvard University Press, 294 pages, 
$45.00 


ear 
Reviewed by GORDON G. CHANG 


N MINXIN PEWS China, local 
cadres appropriate the wealth of 
a great nation, central planners 
shun structural economic reform, and 
Leninist leaders limit political liberaliza- 
tion. According to this view, the Commu- 
nist Party’s governance is weakening and 
perhaps even unsustainable. This is hardly 
a vision of China likely to be endorsed by 
your investment banker. 

Mr. Pei, the director of the China pro- 
gram at the Carnegie Endowment for 
International Peace in Washington, chal- 
lenges three widely accepted notions: 
Economic development will lead to rep- 
resentative governance; economic grad- 
ualism is better than shock therapy; and 
authoritarianism is good for economic de- 
velopment. He argues many other proposi- 
tions in his perceptive book, but all of them 
boil down to this one: The Chinese Com- 
munist Party has reached a stage where 
it is essentially unreformable and prob- 
ably incapable of reinvigorating itself. In 
any event, it will place its survival ahead 
of the further development of the country 
it leads. China, in short, is decaying and 
headed for further turbulence. 
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oe Mr. Chang is the author of The Coming Col- 
lapse of China (Random House, 2001). 





For most people, the story of China 
since 1978, when Deng Xiaoping shoved 
aside his rivals to claim the top spot in the 
political hierarchy, is a hopeful one. He 
essentially began the transformation of 
the country, moving it away from Marx- 
ist economics and Maoist politics. China’s 
modernization, Mr. Pei writes, “ranks as 
one of the most dramatic episodes of social 
and economic transformation in history.” 
The nation may still be ruled from a walled 
compound in the center of Beijing, but it 
is nonetheless “increasingly autonomous, 
pluralistic and complex.” 

The prevailing belief—now so widely 
held that it has become an assumption—is 
that China will continue reforming. Mr. 
Pei disagrees. As the title of his book im- 
plies, he maintains the country has pro- 
gressed about as far as it can within its 
existing political framework. Further re- 
form would threaten the Communist Par- 
ty’s hold on power, so it will not sponsor 
change of that sort. 

A market economy, for example, re- 
quires the rule of law, which in turn 
requires “institutional curbs” on govern- 
ment. Because these two limitations on 
power are incompatible with the Party’s 
ambitions to continue to dominate society, 
China cannot make much progress toward 
them within the current system. China, 
Mr. Pei argues, is now trapped in a state of 
transition, or, as political scientists might 
say, a “partial reform equilibrium.” 

This “trapped transition”—what some 
call the “death of reform”—has resulted 
in enormous costs for the country and 
its leading political organization. Mr. Pei 
makes this important point and then goes 
on to link the current state of political stag- 
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nation to the accelerating erosion in the 
state’s capacity to implement its policies. 
That decline, which is evident at all levels 
of government, has in turn led to a long list 
of ills that now plague the country. 

Mao Zedong, of course, left China with 
a host of headaches when he died in Sep- 
tember 1976. What is often forgotten is 
that reforms during the last quarter cen- 
tury not only aggravated some of these 
problems but also created new ones. Mr. 
Pei devotes a substantial portion of the 
book to these new symptoms of decay, 
such as the dismantlement of the public- 
health system, the degradation of the en- 
vironment and the deterioration of local 
government. 

This accumulation of evidence is a real 
service to the China-watching communi- 
ty, but the book often does not make the 
strongest case it can. Mr. Pei, for instance, 
could have buttressed this crucial argu- 
ment by sharper analysis in relation to the 
post-Mao pile up of nonperforming loans 
in the state banking system. There may not 
be too many facts in this book, but there is 
too much unfocused argument. 

Mr. Pei’s list of problems, both new and 
old, is familiar. His book is nonetheless in- 
teresting because it unflinchingly tells us 
what this array of difficulties says about 
the current system of governance and Chi- 
na’s future. Despite all the challenges the 
nation faces, continued prosperity as well 
as international acceptance have given se- 
nior leaders in Beijing a sense of security 
and confidence. They may talk about dis- 
locations in society as if they are grave— 
such as the problems in the countryside 
discussed at the recently concluded Na- 
tional People’s Congress—but they do not 
act as if they are. 

This perception of past success has 
naturally reduced the incentive to spon- 
sor basic change for the future. As Mr. Pei 
suggests, the Party’s leaders initiated the 
reform era with their “big bang” changes 


in agriculture only after they were shaken 
by the disastrous Maoist period. There is, 
unfortunately, no similar sense of urgency 
today. 

So how does China escape the smugness 
of its leaders and its trapped transition? 
Mr. Pei notes in his concluding section 
that reformers could gain the upper hand 
again, but that would probably occur only 
after declining economic performance and 
increasing social conflict made it clear that 
the Party’s gradualist approach is unwork- 
able. By then, however, it might be too late. 
Reformers inside decrepit ruling institu- 
tions, such as the Chinese Communist 
Party, succeed only if they can ally them- 
selves with the more moderate opposition 
in society. An alliance of that sort would be 
improbable in China, however, if the Party 
were totally discredited. 

Mr. Pei, after devoting large tracts of 
pages to debunking the notion of a rising 
China and highlighting the deficiencies in 
its authoritarian governance, ends up mak- 
ing the argument that the Communist Party 
will nonetheless be able to lead the country 
for an extended period. Mr. Pei’s vision of 
the future appears to be China as “an in- 
capacitated state,” perhaps resembling the 
last few decades of the Qing Dynasty, the 
nation’s final imperial reign. In his view, a 
collapse will be a “low-probability event” 
absent a fracture of the Communist Party. 
He does mention the difficulties of forming 
a coherent opposition capable of becoming 
a “credible alternative,” but that is about 
the extent of his analysis. China’s Trapped 
Transition needs much more justification 
for the view that a debilitated and feeble 
regime can sustain itself indefinitely. 

After all, recent protests—larger, more 
frequent, and more violent than even just 
a few years ago—indicate that the Chinese 
people look ready to take their future into 
their own hands. If the state corrodes 
further, as Mr. Pei foresees, it seems un- 
likely that people will not react. He men- 
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tions that the state’s agents, through acts 
of despotism, create victims every day. As 
the state creates victims, it creates opposi- 
tion to itself. Moreover, he also notes that 
one-party systems generally cannot pre- 
vail over new competitors once they arise. 
In a general period of accelerating social 
and political change around the world, 
China’s decaying system cannot sustain 
itself for long. 

Furthermore, Mr. Pei writes that “a 
self-destructive logic is embedded in a 
gradualist reform strategy adopted by an 
authoritarian regime obsessed with sur- 
vival.” If so—and China’s Trapped Transi- 
tion makes a strong case that this is true—it 
would be hard to see how a system could 
self-destruct indefinitely without actually 
destroying itself. 

If Mr. Pei is right and the Party does 
manage to hang on indefinitely, the world 
needs to think about how to relate to a 
weak China. If the country were to en- 
ter “a prolonged period of stagnation,” we 
would no longer be considering engage- 
ment or containment, strategies designed 
for dealing with strong states. Mr. Pei, un- 
fortunately, does not recommend what the 
global community might do. 

A state that is fizzling rather than flour- 
ishing would pose an immense geopoliti- 
cal problem. As Mr. Pei points out, such a 
nation would be “unable to honor its com- 
mitments.” In an interconnected world, 
spillover effects “would make China’s 
problems those of the entire international 
community.” Given China’s size and the 
magnitude of its problems, such a weak 
state would overwhelm the ability of oth- 
er nations to render assistance. 

Although China’s Trapped Transition 
disappoints by not suggesting what we can 
do, it nonetheless makes a large contribu- 
tion by reorienting the way we view the 
world’s most populous state. This may look 
like China’s century, but Mr. Pei shows us 
that it is definitely not. 


BILATERAL TRADE AGREEMENTS IN 
THE ASIA-PACIFIC: ORIGINS, 
EVOLUTIONS AND IMPLICATIONS 
Edited by Vinod K. Aggarwal 
and Shujiro Urata 
Routledge, 309 pages, $34 


CHINA’S PARTICIPATION IN THE WTO 
Edited by Henry Gao and Donald Lewis 
Cameron May, 486 pages, $238 
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Reviewed by GREG RUSHFORD 


PEAKING TO REPORTERS in To- 
kyo recently, Asian Development 
Bank President Haruhiko Kuroda 
warned of the dangers associated with the 
rash of preferential bilateral and region- 
al “free trade” agreements between Pa- 
cific trading nations. Since 1998, 15 deals 
have been inked, with another 36 either 
proposed or under negotiation. Following 
the lead of Columbia University economist 
Jagdish Bhagwati, who once dubbed such 
accords a “spaghetti bowl” of trade-dis- 
torting schemes, Mr. Kuroda compared 
the Asian situation to a “noodle bowl.” 
Whatever metaphorical pasta one pre- 
fers, the deals are anathema to mainstream 
economists for reasons that don’t require a 
doctorate in economics to grasp. By defini- 
tion, preferential trade privileges that are 
offered only to select favored trading part- 
ners exclude countries that are not privy 
to them, and thus divert trade flows. They 
run against the core principle of the mul- 
tilateral World Trade Organization, where 
149 member states and territories (soon to 
be 150, when the tiny Pacific territory of 
Tonga completes accession) pledge to treat 
each of their trading partners equally. Pol- 
iticians are dishonest when they refer to 
these deals as free trade agreements. 








oe Mr. Rushford is editor of the Rushford Re- 
port, an online newsletter that specializes in 
trade politics. 
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China has responded to charges of unfair trade 
practices by establishing its own antidumping bureaucracy. 


In their collection of 13 essays on the 
implications of the FTA noodle bowl for the 
Pacific region, editors Vinod Aggarwal and 
Shujiro Urata explain both the allure of the 
deals and the concerns. “Some argue that 
these accords will spur multilateral nego- 
tiations, while others believe that they will 
irreparably damage the trading system.” 
Indeed, while Professors Aggrawal (politi- 
cal science, University of California Berke- 
ley) and Urata (international economics, 
Waseda University) include a range of 
carefully nuanced perspectives offered 
by academics across the Pacific, not all of 
whom are necessarily vehement FTA crit- 
ics, this scholarly book provides plenty of 
ammunition for those who believe that 
these trade deals are flat-out dangerous. 

A glimpse into what the two leading 
Pacific economic powers have been up to 
quickly reveals how tangled the noodle 
bowl is becoming. When George W. Bush 
became president in 2001, the United 
States had inked preferential trade agree- 
ments with three countries: Canada, Mex- 
ico and Israel. Now, the U.S. has wrapped 
up FTAs with Australia, Chile, Jordan, 
Morocco and Singapore, and has conclud- 
ed negotiations with Bahrain, Oman, six 
Central American countries and Colom- 
bia. Currently Washington is negotiating 
with South Korea, Malaysia, Panama, the 
five nations of the Southern African Cus- 
toms Union, Thailand, every other coun- 
try in the American hemisphere save Fidel 
Castro’s Cuba, and the United Arab Emir- 
ates (at least until the Dubai Ports World 
debacle put that one on hold). 

Japan inked its first FTA with Singapore 
in 2002, has wrapped up a second with 
Mexico, and is currently busy negotiating 
with Malaysia, Thailand, Indonesia, the 
Philippines, Australia, six Persian Gulf 
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countries, Chile. It has floated the idea, 
with varying degrees of seriousness, with 
the remaining members of the Association 
of Southeast Asian Nations (Asean), South 
Korea, India and even China. 

FTAs are about political power as much 
as economics. Contributor Richard Fein- 
berg of uc San Diego observes that while 
the U.S. is still committed to multilateral 
trade liberalization through the wTo’s on- 
going Doha Round of negotiations, sign- 
ing bilateral and regional FTAs is now at 
“the center of” America’s trade priorities. 
“The U.S. sees FTAs as instruments for in- 
fluencing the domestic political economy 
of states and for advancing U.S. security 
interests.” 

Australia, which supported Uncle Sam 
on Iraq, for example, got an FTA, while 
New Zealand, which didn’t, has been side- 
lined. Meanwhile, Japan has kept a wary 
eye on China’s emerging FTA strategy, 
which began with a deal with Asean and is 
now looking to Australia and beyond. “In- 
deed, it appears that China and Japan are 
competing to take a lead in the FTA race in 
East Asia,” observe T. J. Pempel and Shu- 
jiro Urata. 

Japanese business leaders, as John 
Ravenhill of the Australian National Uni- 
versity points out in his chapter, weren’t 
happy when they were put at a competitive 
disadvantage thanks to the North Amer- 
ican Free Trade Agreement between the 
U.S., Canada and Mexico. This spurred 
the Japan-Mexico trade bilateral. Now, 
Japan’s enthusiasm for preferential trade 
has taken off. Fukunari Kimura, an econo- 
mist at Japan’s Keio University, approving- 
ly notes in his chapter the advantage that 
preferential trade deals hold for Japanese 
electronics multinationals to source their 
own duty-free components from produc- 
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tion units stretching from Japan through- 
out Asia. 

Former U.S. Trade Representative 
Robert Zoellick (now deputy secretary of 
state) champions the theory that FTAs can 
spark “competitive liberalization,” where 
the laggard countries will be inclined to 
support multilateral trade liberalization 
in the wro for fear of being left behind. 
But John Ravenhill points out that, to 
date, that theory doesn’t have a whole lot 
of evidence to support it. “The failure to 
extend agreements to other economies is 
producing the spaghetti bowl effect of in- 
compatible rules of origin that Bhagwati 
predicted,” Mr. Ravenhill notes. “From the 
‘perspective of comprehensive global trade 
liberalization, such effects are unambigu- 
ously bad.” 

Professor Aggarwal and Min Gyo Koo, 
a young political scientist also from uc 
Berkeley, worry about the possible emer- 
gence of a Fortress Europe, Fortress Amer- 
ica, and a Fortress Asia. “There is a real 
danger that Asia-Pacific bilateralism will 
likely lead to pernicious, conflicting ar- 
rangements, rather than becoming nested 
within broader institutions,” the two aca- 
demics conclude. 

For readers who still regard multilater- 
al trade liberalization as the best promise 
to lift uncounted millions of people from 
impoverishment to prosperity in the wro’s 
ongoing Doha Round of negotiations, the 
message in this book is—worry. 
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HE STIFF PRICE, if not the sub- 

T! ject, would seem to suggest that 
_China’s Participation in the wro 

is a book only for specialists willing to 
plow through a lot of legal mumbo-jumbo. 
So it was much to my surprise that I found 
it to be a good read. Henry Gao and Donald 
Lewis, two University of Hong Kong law 
professors, brought together a mélange of 
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China watchers for a February 2005 con- 
ference, where they assessed the complex 
record associated with China’s momen- 
tous accession to WTO in 2001. This book 
reflects the healthy debate that the confer- 
ence engendered. 

Contributors include French economist 
Patrick Messerlin—perhaps the only free- 
trade advocate in Paris—Zeng Lingliang, a 
law professor at Wuhan University, Bak- 
er & McKenzie partner Chiang Ling Li, 
Dongli Huang, of the Chinese Academy of 
Social Sciences, and Zheng Chengsi, who 
directs the intellectual property center at 
the China Academy of Social Sciences in 
Beijing. Such authentic Asian perspectives 
offer insights that one does not always see 
reflected in Western press reporting on 
China. 

But two contributions from gwailos 
were of particular interest because they 
clearly explained the legal and economic 
pitfalls associated with the plethora of an- 
tidumping cases that the United States has 
lodged against China, where the Ameri- 
cans have basically accused the Middle 
Kingdom of “unfairly” pricing its exports 
at below cost, along with China’s reaction. 
This is a subject that anyone who thinks 
of importing products from China, or any 
executive who wants to sell widgets to 
China, ignores at the risk of having prof- 
its snatched away. 

In his chapter, Mr. Messerlin clear- 
ly explains why mainstream economists 
dismiss the antidumping litigation against 
China as thinly disguised protectionist 
nonsense. But Patrick Norton, an Ameri- 
can lawyer in Beijing, rightly sounds the 
alarm in reverse, noting that China has 
(predictably) responded by establishing its 
own antidumping bureaucracy to punish 
rich-country exporters. “Although none of 
China’s antidumping decisions have been 
challenged before the wro yet, at least 
some of China’s current practice would 
not likely withstand wro scrutiny.” 
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The lesson: When it comes to protec- 
tionist politics, as with life in general, 
what goes around, comes around. 


_ AMERICA’S COMING WAR WITH CHINA: 
A COLLISION COURSE OVER TAIWAN 
by Ted Galen Carpenter 
Palgrave Macmillan, 224 pages, $26.95 


nr Saale «alias 


Reviewed by HUGO RESTALL 


OST “CHINA THREAT” books 
argue that in order to confront 

an inevitable challenge from the 
P.R.C., the U.S. needs to take early positive 
action, whether by beefing up its military 
-or other means. Here is an exception: Mr. 
Carpenter believes that America needs to 
pre-emptively capitulate. The U.S. should 
sell Taiwan all the weapons it needs, but 
send a clear message that the island is on 
its own in case of a Chinese attack. 

This is hardly a surprise, given that the 
author works at the caTo Institute, the 
premier libertarian think tank. Mr. Car- 
penter and his colleagues have been quite 
consistent in calling for the U.S. to with- 
draw from foreign entanglements. For in- 
stance, in 2004 Mr. Carpenter and Doug 
Bandow, who recently left caTo in dis- 
grace after taking money from lobbyist 
Jack Abramoff to write op-ed columns, co- 
authored The Korean Conundrum, which 
argued for withdrawing U.S. troops from 
the peninsula while giving the South as- 
sistance to secure its own defense. 

Isolationism is usually a hard sellin the 
U.S., because of a national tendency to- 
ward idealism and the hard-learned les- 





oxo Mr. Restall is the editor of the REVIEW. 


Taiwanese should be concerned that their president’s 
actions mean that this book will now get a second glance. 








sons of 20th century history. But when it 
comes to Korea and Taiwan, Mr. Carpen- 
ter’s ideas have achieved a little traction in 
Washington. That’s largely because of the 
behavior of America’s allies. 

Anti-American demonstrations in South 
Korea and the pro-North Korean tilt of the 
last two Seoul administrations raise seri- 
ous questions about the wisdom of putting 
some 30,000 U.S. soldiers in harm’s way. 
And the unnecessarily provocative antics 
of Taiwanese President Chen Shui-bian 
makes many strategic thinkers wary that: 
the U.S. will end up paying a hefty bill in 
blood and treasure to satisfy his personal 
ambitions. 

Mr. Carpenter opens the book with the 
obligatory war scenario, set in 2013. It is 
meant to be alarming, and it is has the add- 
ed benefit of being quite plausible. He then 
takes a quick tour through Taiwan’s histo- 
ry, culminating in a chapter on the evolu- 
tion of a separate Taiwanese identity since 
the election of Mr. Chen. The mainland’s 
determination to recover Taiwan is also 
explored, along with the state of the mili- 
tary balance across the Taiwan Strait. 

Mr. Carpenter makes some excel- 
lent points about the problems with U.S. 
“strategic ambiguity” toward Taiwan, un- 
der which it seeks to maintain the status — 
quo without making clear the lengths it 
is willing to go to preserve it. The policy — 
creates a danger of miscalculation by both 
Taiwan and mainland China, and encour- 
ages both to manipulate the U.S. to their 
own advantage. On the one hand, there 
is areal question whether Taiwan repre- 
sents a vital national interest, and on the 
other, should the U.S. really be in the busi- 
ness of telling a democratic polity not to 
exercise its fundamental right of self-de- 
termination? 
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Nevertheless, there are some flaws in 
Mr. Carpenter’s argument. Most obvious- 
ly, he overreaches in predicting war. The 
pro-independence movement in Taiwan 
has passed its high-water mark. While 
some manifestations of a Taiwanese iden- 
tity are very real, there is still reason to 
believe that voters will support politicians 
who favor more moderate policies that do 
not provoke the mainland. 

Furthermore, America does have a vi- 
tal interest in getting China to conform to 
international norms and temper its am- 
bitions. Beijing has laid claim to a broad 
swath of the South China Sea, a claim that 
is disputed by several Southeast Asian na- 
tions. If the U.S. withdraws its support 
from Taiwan and Beijing succeeds in bul- 
lying the island into reunification, China 
may be encouraged to think it can steam- 
roller its neighbors into acquiescence. 

The idea of encouraging Taiwan to 
take its own defense more seriously has 
merit. As Mr. Carpenter says, this would 
force Beijing to get serious about starting 
a direct dialogue, instead of badgering 
Washington to bring Taipei into line and 
figuring that time is on its side. 

America’s relationship with Taiwan may 
be full of uncomfortable compromises, but 
it remains the best fit for the circumstanc- 
es, which is why it has survived through 
so many administrations of different ideo- 
logical persuasions. The caTo prescription 
is interesting and worth listening to, but 
it is not in the mainstream of Washington 
foreign policy thinking. Taiwanese should 
be concerned that their president’s actions 
mean that this book will now get a second 
glance, but mainland Chinese would be ill- 
advised to read into it any sign that U.S. 
policy is really about to change. 


CONTEMPORARY TIBET: 
POLITICS, DEVELOPMENT, AND 
SOCIETY IN A DISPUTED REGION 
Edited by Barry Sautman and June 
Teufel Dreyer 
M.E. Sharpe, 368 pages, $84.95/$29.95 


Tain ee ellie ail iin 
Reviewed by JONATHAN MIRSKY 


HE MOST UNEXPECTED and 
heartening contribution in the 

sometimes excellent Contempo- 
rary Tibet comes from Yu Changjiang, 
professor of sociology at Peking Univer- 
sity. Mr. Yu, an unusually open-minded 
Chinese, stayed, worked, and kept his eyes 
open in Lara Village, 70 kilometers from 
Lhasa. During his several stays Mr. Yu not- 
ed with a professional and sympathetic eye 
Tibetan food, dress, religion, festivals, rit- 
uals, aesthetic tastes and family customs. 
He states “no evidence was found of direct 
conflict between local customs and mod- 
ern social norms.” 

This will astonish most of his fellow- 
countrymen. Mr. Yu observes that the 
Chinese stereotype ethnic minorities on 
the basis of their degree of Western-style 
“progress,” how near they are to the Chi- 
nese definition of civilization, how they re- 
late to the Chinese concept of a “nation” or 
“nationality,” and to the Marxist theory of 
social development. The remarkable Mr. 
Yu suggests that Han self-hatred is based 
on worship of the West; this leads to con- 
tempt for all “minorities,” especially the 
“backward” Tibetans. During the last few 
decades, he adds, Hans have conceived 
that Tibet and Tibetans are “mysterious.” 
Only when these conceptions change, he 
concludes, will Hans be “able to commu- 
nicate with Tibetans as with any other 
people.” 





exe Mr. Mirsky is a journalist and China special- 
ist. Between 1981 and 1989 he visited Tibet six 
times. 
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The self-hatred of the Han Chinese is based on their worship 


of the West. This underlies their contempt for Tibetans. 





In 1963, the 10th Panchen Lama con- 
demned China’s near-destruction of 
Buddhism which he equated with the de- 
struction of Tibetan life as a whole. Mr. Yu 
explains this: “The Han elite has a strong 
tendency to regard religion as antithetical 
to modernization But this fieldwork indi- 
cates that ‘spiritual opium’ is not neces- 
sarily negative there is no hard evidence 
for an inevitable conflict between Bud- 
dhism and socialism in either final goals 
or personal self-cultivation.” In the last 
few years there have been sporadic nego- 
tiations between top representatives of the 
Dalai Lama and not very important Chi- 
nese officials. Beijing regularly dashes any 
hope for a rapprochement based on what 
the Dalai Lama calls “genuine respect.” 
That is what makes Professor Yu Changji- 
ang’s little essay—from a Han Chinese, no 
less—the first hopeful sign I have seen of 
Sino-Tibetan relations since Hu Yaobang 
died. The editors did well to include Mr. 
Yu’s essay. It alone is worth the steep hard- 
back price of their book. 

But this 14-chapter collection also in- 
cludes observations of either staggering 
chauvinism or willful distortion. One of 
the editors, Barry Sautman, associate pro- 
fessor at the Hong Kong University of Sci- 
ence and Technology, in a chapter made 
almost unintelligible by its profusion of 
notes within the narrative, concedes that 
Chinese “state organs have often violated 
the human rights of those seeking inde- 
pendence, through beatings and torture.” 
(He omits execution.) But suppressing 
separatism, he insists, “is not per se ille- 
gitimate under international law.” In any 
event, Mr. Sautman maintains, brutality 
in Tibet is no crueler than brutality else- 
where in China. 

The first statement, which is almost a 


justification of repression, is false because 
incomplete; many states, even if they rec- 
ognize China’s incorporation of Tibet, have 
condemned Chinese practices there. As for 
the second, apart from several chapters in 
this book which show otherwise, in 1980 
then-Party General Secretary, Hu Yao- 
bang, apologized to Tibetans. He did not 
say that the Hans had had it just as rough 
and granted the Tibetans many conces- 
sions not available inside China. Mr. Saut- 
man strives to prove what is already well 
known: that many of the assertions about 
Chinese depredations in Tibet are exag- 
gerated. This was made plain three years 
ago by Patrick French in his Tibet, Tibet, 
unmentioned by Mr. Sautman. 

A. Tom Grunfeld, who teaches at Em- 
pire State College in New York, has long 
maintained that while the Chinese have 
behaved badly in Tibet, much Ameri- 
can criticism of them is mistaken. This 
is a sustainable position, but a sentence, 
which he proudly requotes from 15 years 
ago, is overdrawn: “The U.S. Tibetan re- 
lationship is most crucial for understand- 
ing the history of Tibet,’ in the last half 
of the 20th century.” Much of Mr. Grun- 
feld’s case rests on the cia’s activities re- 
garding Tibet, which is fair enough if that 
is your life-long subject. But this, too, is 
well-known, most recently from Orphans 
of the Cold War, much-used by Mr. Grun- 
feld, by Ken Knaus, who for some years di- 
rected the agency’s Tibet operation which, 
as Mr. Knaus points out, had little impact 
in Tibet. Mr. Knaus, unlike Mr. Grunfeld, 
insists the CIA was surprised by the Dalai 
Lama’s flight from Lhasa in 1959; later the 
Dalai Lama was for some years in receipt of 
CIA funds. Mr. Grunfeld warns that West- 
ern pressure on China about Tibet could 
backfire. This is a familiar warning: The 
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Chinese react badly to public criticism. But 
among many others, the famous dissident 
Wei Jingsheng has reported that his jail- 
ers assured him that he would have been 
executed if the Americans hadn’t known 
about his case. 

In 1951, Tibet, whether independent 
country or not, fell under sustained Chi- 
nese occupation for the first time in its his- 
tory. This is not mentioned in the editors’ 
introduction, which states that the “Tibet 
question,” the book’s subject, seems to be 
the argument between “the [undefined] 
principal parties,” an argument resulting 
in what the editors term a “zero-sum view 
of Tibet’s political status.” 

This is a sterile view. Editor June Teufel 
Dreyer’s own meticulous and comprehen- 
sive chapter, “Economic Developments 
Under the prc,” refutes it. She concludes 
that China’s domination “of the poorest 
area under the jurisdiction of the prc,” has 
led to “better lives” mostly for Hans, and 
“a degradation of Tibetan culture.” 

Several original and stimulating chap- 
ters, although none is as startlingly orig- 
inal as Professor Yu’s, undermine the 
book’s anodyne view of the “Tibet ques- 
tion.” One is by Robert Barnett, a Tibeta- 
nist at Columbia. “The role of Tibetans,” 
he contends, “is often seen as a drama of 
collaboration and resistance, in which the 
leading Tibetans are offered only these 
options.” Basing his judgments partly 
on extensive visits to Tibet, Mr. Barnett 
discusses what he calls “public space” in 
Tibet and cautions against labeling as trai- 
tors those who enter it, apparently on be- 
half of Beijing. 

After referring to the medieval Cath- 
olic Church’s theory of “mental reserva- 
tion that allows believers to assent falsely 
to views in situations of great risk,” he 
mentions the 10th Panchen Lama, whose 
report in 1963 outlining the Chinese de- 
struction of Tibetan civilization was 
termed a “poisoned arrow” by Mao Ze- 


dong, who promptly caused the Panchen 
to be detained for almost 14 years. This re- 
mains the most destructive judgment on 
the Chinese in Tibet ever made. It is a pity, 
therefore, that Mr. Barnett, who in 1997 
brought it to our attention in the Tibet In- 
formation Network’s report, A Poisoned 
Arrow, fails in this chapter to outline its 
importance: the supreme “collaborator” 
had detonated a detailed-packed polemi- 
cal bomb under the occupiers’ headquar- 
ters. (Mr. Barnett quotes a secret speech 
by the Panchen in 1987 in which he admit- 
ted that he had understated the number of 
Tibetans imprisoned in Qinghai between 
1959 and 1962 because “I would have died 
under thamzing [struggle session] if I had 
stated the real figure.”) 

Mr. Barnett shows how after the Hu 
Yaobang visit to Lhasa in 1980 “there was 
an extraordinary proliferation of revital- 
ization in the areas of religion, literature, 
education, and the arts.” Monasteries were 
reconstructed (Mr. Barnett notes, and here 
Mr. Sautman should attend, that Cultural 
Revolution destruction had been worse in 
Tibet than in China proper) and many Ti- 
betans became monks and nuns. Thousands 
were permitted to travel to India to attend 
teachings by the Dalai Lama. All such activ- 
ities, including paintings and poems, had to 
be sanctioned by officials; this “reverse[d] 
some 20 years of previous policy.” 

Mr. Barnett contends those improve- 
ments were rapidly undermined and soon 
stopped. What now exists in the minds 
of many Tibetans, including leaders, Mr. 
Barnett tells us, are two Chinese messag- 
es: “that the Party’s offers of equality are 
false, and the distrust of the Chinese to- 
wards Tibetans is endemic, irreversible, 
and intrinsic.” He provides 14 examples 
of Chinese accusations against their own 
Tibetan appointees since 1991, stating for 
instance that: “We must pay particular 
attention to a small handful of dangerous 
elements who have passed themselves off 
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Polemical reification of Tibetans and vilification of the 


Chinese stands in the way of meaningful dialogue. 





as upright persons and who have mingled 
among us.” The Chinese, like the medi- 
eval church, recognize the phenomenon 
of “mental reservation.” Unlike the medi- 
eval church, they fear it. 


TIBET AND CHINA IN THE TWENTY- 
FIRST CENTURY: NON-VIOLENCE 
VERSUS STATE POWER 
by John Heath 
Saqi Books, 340 pages, $29.95 
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Reviewed by BEN HILLMAN 


IBET OCCUPIES A special place 
in the Western imagination. For 
| many it represents a place where 
spiritual fulfillment takes priority over 
material gratification, a beacon for those 
disillusioned with the hectic striving of 
the modern world. This is why Westerners 
are quickly outraged by stories of Tibetan 
suffering at the hands of the Chinese. It is 
politically correct to feel nothing but com- 
passion for Dalai Lama’s exile community 
and disdain for the Chinese, as if human 
societies can be so easily be divided into 
good and evil. 

Nevertheless, as the title suggests, good 
versus evil is the main theme of Tibet and 
China in the Twenty-first Century: Non-vi- 
_ olence Versus State Power. Since retiring 
as a business school professor and man- 
agement consultant, the author has picked 
up the Tibetan exiles’ cause with a pas- 
sion, writing reports for the Dalai Lama’s 


œs Mr. Hillman is director of the Eastern Tibetan 
Language Institute in Yunnan Province, and a 
postdoctoral fellow at the Australian National 
University’s Contemporary China Center. 


government in exile and helping to estab- 
lish a center for Tibetan victims of torture 
and trauma in Dharamsala, India. The au- 
thor’s understanding of the politics and 
society of contemporary China and Tibet 
is shaped by these contacts with the ex- 
ile government and community. This is a 
pity, because the Tibetan exiles generate 
as much distorted propaganda about Ti- 
bet as their adversaries in Beijing. If Mr. 
Heath has been to either Tibet or other 
parts of China, there is no indication that 
he has spent any length of time there. 
The book covers an ambitious range of 
issues—history, religion, human rights, 
economic development, education and en- 
vironmental degradation. Mr. Heath does 
this by pulling together information from 
other published works in English (the au- 
thor uses no Tibetan or Chinese language 
sources) and spices it with anecdotes from 
conversations with exiles in London and 
India. The anecdotes selected appear to 
have only one purpose in mind—to portray 
Tibetans as innocent victims of Chinese 
oppression and discrimination. 
Seemingly unbeknownst to the author, 
many of his collected anecdotes are dated, 
mostly from the Maoist era. This is how he 
is able to tell us that “Buddhism is being 
slowly strangled in Tibet” when, despite 
occasional crackdowns on institutional ac- 
tivities, Tibetan Buddhism has been un- 
dergoing a steady revival for the past 20 
years, and even won many converts among 
Han Chinese. Mr. Heath would be inter- 
ested to know that there are now more Ti- 
betan monks and nuns in China than there 
are Tibetans (lay and religious) in exile. 
Mr. Heath goes on to argue that the 
“destruction [of monasteries] is a cause of 
the present poverty in rural Tibet....The 
Chinese have not replaced the role of the 
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monasteries in the welfare and develop- 
ment needs of rural Tibetans, and as are- 
sult families in these areas are now poorer 
than in any other part of rural China.” 
Nonsense. Prior to the Chinese Commu- 
nist takeover, peasants in central Tibet 
worked as serfs on monastery-owned 
lands, providing the monks with their ma- 
terial welfare. If serfs faced starvation, the 
monks were generous enough to give some 
of the appropriated grain back. 

Criticizing discrimination in Tibetan 
schools, Mr. Heath reports that “Chinese 
students in mixed schools, mainly in ur- 
ban areas, get new or nearly new books,” 
whereas “Tibetans in the same school may 
get old or new books with pages missing, 
and they might have to pay for them while 
to the Chinese they are free.” Mr. Heath is 
right to point out educational opportuni- 
ties in rural Tibet are sorely lacking, but 
it would be more useful to read about the 
challenges of delivering modern education 
to extremely remote and poor areas (where 
few teachers care to go), rather than read 
such sensational claims. 

Anticipating the skepticism of informed 
readers, Mr. Heath adds a defense: “[m]uch 
of the above is anecdotal, not derived from 
impartially conducted and independent 
cultural, social and economic surveys, 
for these do not exist.” While research- 
ers’ access to Tibet remains limited, there 
are increasing numbers of such studies in 
English, including one first-hand study of 
education in Tibet, which appears in the 
author’s bibliography. 

While it would be wrong to deny that 
many Tibetans have suffered spiritually 
and materially under misguided Commu- 
nist Party policies (as have many Chinese), 
there is simply no effort at balance in the 
author’s narrative. The polemical reifica- 
tion of Tibetans and vilification of the Chi- 
nese stands in the way of useful discussion 
about the social, political and economic 
problems facing Tibetans and Chinese 


government policy makers today. 

The final chapter of the book is devot- 
ed to strategies for negotiation with “the 
Chinese.” It reflects a commonly held per- 
ception among sympathizers that every- 
thing might be fixed if China’s leaders 
would just sit down and talk to the Dalai 
Lama. But great political obstacles (which 
still exist) continue to prevent this from 
happening. Both sides have missed im- 
portant opportunities for dialogue, with 
Beijing increasingly doubtful that a sat- 
isfactory agreement with the exiles can 
ever be reached. It is increasingly likely 
that China’s leaders will simply wait until 
the 70-year-old Dalai Lama passes away, 
expecting that the international appeal of 
the exile cause will pass with him. 

But Mr. Heath is excitedly optimistic 
as he lays out the negotiating strategies 
that Tibetans might employ against the © 
wily Chinese. His suggestions for success- 
ful negotiations are based on the author’s 
reading of China’s “strategic culture,” es- 
pecially Sun Tzu’s The Art of War, which 
he cites repeatedly throughout the book. 
“The Chinese know that they are highly 
skilled and experienced negotiators. Sun 
Tzu is, so to speak, on their side, and his 
principles are in their bones.” But Mr. 
Heath’s ignorance of China is frightening 
for someone who publishes a book on this 
subject. In one example, when discussing 
the Chinese language, Mr. Heath says that 
“the spoken word can reverse its mean- 
ing if spoken with a different accent.” In 
another example, Mr. Heath claims that 
“China has a deep antipathy towards for- 
ests and trees.” Such comments tell us 
more about the author than they do about 
Chinese language and culture. 

As part of his further condemnation of 
“the Chinese” (state and citizens always 
conflated), Mr. Heath claims that there are 
strong parallels between the ruthless ad- 
ministration of the first Qin Dynasty (221- 
207 B.C.) and China’s government today. 
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A Broadway-style musical about a North Korean 


gulag has struck a nerve with some Seoulites. 





He wants the reader to believe that Tibet- 
ans are willing to risk their lives to escape 
the oppression and deprivation of China- 
controlled Tibet. In reality, however, while 
many young Tibetans continue to travel to 
India for educational purposes or to see the 
Dalai Lama, many choose to return after 
a short stay. The Dalai Lama actually en- 
courages students to go back to China. 

The author has written this book as a 
hobbyist rather than as an expert, but it is 
not clear what audience he had in mind. 
There is too much detail for the nonexpert 
reader, and far too little scholarly rigor for 
the well-informed. Readers seeking more 
balanced and authoritative sources on the 
contemporary history of China and Ti- 
bet should look to Dragon in the Land of 
the Snows by Tibetan historian Tsering 
Shakya or The Snow Lion and The Dragon 
by Melvyn Goldstein. On contemporary 
Tibetan society and economy, Andrew 
Fischer’s recent State Growth and Social 
Exclusion is informative. On religion, see 
Melvyn Goldstein and Matthew Kapstein’s 
Buddhism in Contemporary Tibet and 
Geoffrey Samuels’ Civilized Shamans. 

It is not clear how another English-lan- 
guage book that bashes China and ideal- 
izes an innocent Tibet will help the plight 
of Tibetans. The Dalai Lama’s strategy of 
internationalizing his exile government’s 
dispute with Beijing has consistently back- 
fired, resulting in greater restrictions on 
autonomous local institution building in 
Tibet. The uncritical international sup- 
port for the exile government that this 
book represents only contributes to Bei- 
jing’s paranoia. The fact that His Holiness 
would write a forward to this book sug- 
gests that his exile government still clings 
to anaive hope that they will be rescued by 
Western dinner party opinion. 


YODUK STORY 
Directed by Jung Sung-san, 
Composed by Cha Kyung Chan, 
Lyrics by Yu Hae Jung 
Seongnam Art Center, 
20,000-80,000 won 


Sie. ia inmate ane. alee 


Reviewed by MISHI SARAN 

MUSICAL ABOUT A gulag is rare 
enough to be intriguing. Throw 

in North Korea’s notorious Yoduk 
prison, a whiff of South Korean govern- 
ment persecution, mix in the director’s 
personal tragedy and the event seems de- 
signed to garner cheap publicity. 

But from the moment the curtains part- 
ed on the stage of Seoul Education Culture 
Center any doubts about the two-and-a- 
half-hour bill’s artistic merit vanished. 
Yoduk Story is actually good old-fashioned 
entertainment with a solid cast, the trade- 
mark Korean sense of drama and a hint of 
Broadway polish. 

The production opens with a backlit 
scene of Yoduk Prison’s Division 15. In 
front of a gate with alarming barbed wire, 
prisoners attired in baggy grey uniforms 
wail in chorus about “Yoduk, prison of 
hell, where our souls are taken away.” 

Director Jung Sung San himself es- 
caped from North Korea and his father 
was stoned to death in a North Korean 
prison camp. He struggled to gather the 
meager funds to put on the play. 

The budding director, who has film as- 
pirations, has told the Korean press he 
received threatening anonymous phone 
calls. South Korean government officials 
also told him that his depiction of prison 
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life was too harsh: “It’s very strong, please 
make it smoother.” (Officials confusingly 
also pointed out that the use of a portrait 
of North Korean leader Kim Il Sung vio- 
lated the National Security Law.) 

The musical’s main character is a North 
Korean star called Kang Ryun Wha, played 
gracefully by actress Chui Yun Chong, 
whose bell-like voice carries many of the 
songs. Ryun Wha’s parents and her younger 
brother are hauled off to prison when her 
father is suspected of being a spy. There, 
the evil general Lee Myong Soo (played 
by Im Jae Chong) rapes Ryun Wha, who 
becomes pregnant. The child, born of vio- 
lence, becomes a symbol of innocence and 
hope and the future of humanity. Ryun 
Wha calls her little boy Lee Yoduk. 

Like any good drama, the characters 
and their personal horrors rise above any 
political message the play might carry. 
The star Ryun Wha lifts herself from the 
depths of despair, gathers courage in both 
hands and determines to keep on living. 
The wicked general Lee Myong Soo soft- 
ens and regrets his actions. In fact (and dis- 
turbingly) he becomes positively likeable, 
and it helps that he sings in a rich tenor. 
Meanwhile, the general’s normally innoc- 
uous subordinate, Rha Hyuk Chul meta- 
morphoses into a power-hungry monster 
who runs amok. 

The musical opens to the prisoners and 
to a prisoner Lee Tae Sik, a wiry man tied 
to across being whipped—it’s a potent, un- 
expected but intentional Christian allusion 
that runs throughout the story. Lee Tae 
Sik, a gentle soul, prays through the dra- 
ma’s worst moments. In one rousing song, 
he begs, “Father do not only go to South 
Korea, please come to this place Yoduk, fa- 
ther please reign in this place.” Yoduk liter- 
ally means godforsaken in Korean. 

The musical ends on the sound Christian 
them of forgiveness overcoming betrayal 
and brutality. Unsubtly, the Christ-like Lee 
Tae Sik sacrifices his life to save that of the 





child, Lee Yoduk, the future of humanity, 
while the general Lee Myong Sook sings 
that he learned of forgiveness only after 
meeting Ryun Wha. 

A pimply South Korean youth in the 
audience said in hushed tones after the 
performance that he was very moved, 
that he’d learned a lot, and that he’d had 
no idea about North Korea’s gulags. How- 
ever, much of busy Seoul has been under 
whelmed by Yoduk Story and its off-stage 
drama. The theater was barely half full 
on a recent Saturday night. Later, at a hip 
party, a young South Korean woman who 
worked for a music television channel 
shrugged and said she hadn’t heard of it. 

But the musical has struck a nerve 
among those of North Korean descent who 
live in the bustling capital. After the Ko- 
rean War ended, around one million North 
Korean refugees swarmed into the South. 
Those refugees settled and multiplied, so 
that a considerable number of South Ko- 
reans have a family connection, however 
remote, to the North. 

Some North Koreans here go so far as 
to claim that their destitution, combined 
with an ingrained work ethic, was the 
driving force behind South Korea’s present 
prosperity. At the same time, among some 
of those educated North Korean refugees’ 
descendants, there is a sense of bitterness. 
The current leftist government in South 
Korea is working too hard to appease 
its northern neighbor, they feel, and the 
atrocities their parents escaped from are 
being glossed over for the sake of South 
Korea’s reconciliatory “sunshine” poli- 
cy toward the North. “They see, but they 
don’t see,” says one North Korean of the 
South Korean government. 

Author Michael Breen explains, “It’s a 
really complicated thing... There is a huge 
liberal leftist surge prepared to think the 
best of North Korea....People literally 
turned their backs on North Korea’s hu- 
man-rights problem.” 
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The streets of Lhasa are streets with a present, with a 


premonition of the future, yet unable to recreate the past. 





Meanwhile, Yoduk Story’s bank account 
has been deluged with anonymous dona- 
tions and gifts from individuals. A North 
Korean working in Seoul said her profes- 
sional association had decided to collec- 
tively contribute money to the musical. 
“We must support such arts,” she says. 


LHASA: STREETS WITH MEMORIES 
by Robert Barnett 
Columbia University Press, 219 pages, 
$24.50 


Ai Renate: fined 
Reviewed by ILARIA MARIA SALA 


= OW TO WRITE aboutacity whose 
inhabitants cannot be freely ap- 
proached and interviewed? How 
to piece together the eclectic, yet related, 
elements that make a city develop and 
change, when some of them have been 
brought into being by a violent interven- 
tion that has modified everything one sees 
in the present, while also influencing what 
is allowed to be said about the past? 

And if this city is Lhasa, the Tibetan 
capital, how to resist the temptation to 
go with the flow, either the exiles’ or the 
conquerors’, and not be swayed from one’s 
own line of research by powerful yet con- 
tradictory narratives? 

Lhasa, of course, is unlike most other 
cities: difficult to access and hence little 
known before it was too late, it has now be- 
come a battleground where—among oth- 
er things—all attempts at description are 
loaded with political significance. 





ao Ms. Sala is a free-lance writer based in Hong 
Kong. 


mirenan nnan: 


The facts are well known: after 1959, the 
year of an unsuccessful uprising against 
Chinese rule that ended with the Dalai 
Lama fleeing into exile, Beijing’s control 
over the “roof of the world” has been tight- 
fisted and unrelenting. During the Mao 
era, this control was accompanied by the 
wanton destruction of temples and monas- 
teries, and by endless political campaigns 
which brought untold suffering, impris- 
onment, torture and death. Afterwards, 
a cycle of limited opening up followed by 
violent crushing ofall protests and dissent 
was slowly turned into today’s rapid eco- 
nomic investment and commercialization. 
This new course has seen increased num- 
bers of Chinese traders and settlers take 
permanent residence in the Tibetan city. 
While this has brought along an undeni- 
able modernization, with the building of 
schools, hospitals, roads, infrastructures 
and other useful facilities, it has come at 
such a high price and exacting such loss- 
es in terms of the traditional lifestyle and 
unique culture, that some activists often 
feel that there is little point in praising 
these positive developments. 

Because just as undeniable as the new 
infrastructures is the recurrent bloodshed 
of the years before, that still casts a tragic 
spell over the whole of Tibet. Not to men- 
tion the physical, political, religious and 
cultural repression that are still ongoing, 
together with the deep economic inequal- 
ities that have led to a virtual apartheid 
that keeps local Tibetans and Chinese im- 
migrants side by side but hardly united. 

Many of these tragedies have often 
been reported by groups of exiles, jour- 
nalists and supporters of the Tibetan 
cause abroad, and yet, the Chinese gov- 
ernment continues to admit only to one 
side of the story. At most, it may agree to 
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concede that there might have been “some 
excesses” during the political upheavals 
of the 60s. 

So, inside the country, one speaks of 
the daily realities of living, working, wor- 
shiping and dealing with the authorities 
at great personal risk. Just a few bits and 
pieces of information that can be trusted 
filter through, sometimes impressionis- 
tic, often dictated by other considerations 
too. Meanwhile, the official version of all 
events reflects a parallel world, frequent- 
ly at odds with what has been ascertained 
beyond doubt: yet all repression is flatly 
denied, abuses are trivialized, and rejected 
as inventions of a “splittist clique” maneu- 
vered by the exiled Dalai Lama. 

In a sense, then, Lhasa can be made to 
mean whatever one needs it to: a symbol of 
modernity and progress, for a ruling pow- 
er that still has to prove its legitimacy. A 
symbol of lost glory and current suffer- 
ing for those who are now banned from 
it, and must sometimes wonder whether 
there was something in their own history 
that might have been done differently, to 
avoid the calamities that ensued. 

Robert Barnett, lecturer in modern Ti- 
betan studies at Columbia University and 
one of the foremost experts on Tibet, has 
chosen to approach his subject—a city he 
seems to have been obsessed with since 
his first visit there in 1987—by acknowl- 
edging, first of all, that this is as charged 
a topic as can be. And then, by adapting 
to his requirements the literary trend of 
intertwined narratives: the detached, 
scholarly tone, consistently erudite, wit- 
ty, sometimes counterintuitive and stub- 
bornly nonideological, is broken by the 
irruption—sudden at first, then rhythmi- 
cal—of Mr. Barnett’s own voice, remem- 
bering, recollecting, positioning his own 
direct experience in the wider context un- 
der description. 

And Mr. Barnett’s experiences in Lhasa 
have certainly not been simple. 


His first encounter with Tibet was a 
tragic one: he was an eye-witness of the 
bloody suppression of the 1987 protests 
(which lasted on and off for three years, 
and led to at least 75 deaths, and hundreds 
of arrests), while he was a somewhat na- 
ive, unprepared tourist, who had found 
himself in Lhasa while half-heartedly on 
his way to a meditation retreat. Mr. Bar- 
nett, by the way, in recalling in careful 
detail precisely all that he saw (the shoot- 
ing, the wounding, the killing, the cheer- 
ing and the bleeding and the arrests, the 
fear and the indifference and the resig- 
nation), follows also what seems to be an 
overwhelming, compelling necessity to re- 
ally, really tell it as it was: thus, he refus- 
es to make amends for himself, for all the 
moments when his behavior might have 
been unwise, useless, or might even have 
put somebody else in danger. At no point 
does he try to look knowledgeable, or to 
plead for understanding. As if the author 
were still unable to separate the trauma 
of those days of state violence from a deep 
sense of inadequacy, which can only be re- 
deemed, one hopes, by dragging it in front 
of all his readers with no embellishment, 
and no mercy for the mistakes of a young, 
unaware traveler. 

Just when the direct fluidity of the first 
person narrative starts to lull the reader 
into the slightly voyeuristic pleasure of 
reading a memoir, again, the scholar takes 
over. The tone is once more detached, hun- 
dreds of voices are analyzed and scruti- 
nized in trying to determine what, where, 
and how has come to shape today’s land- 
scape in Lhasa. How it has gone from yes- 
terday’s solid walls that could shut out the 
cold to today’s China-kitsch, a fast and fu- 
rious architecture whose only endearing 
quality is its own enthusiastic faith in the 
healing power of material wealth. 

But this scholar is the same inadvertent 
traveler that makes no amends for his past 
foolishness, and he is not going to make 
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amends for anyone else, either. 

While taking us on a guided tour of some 
of the streets, the architectural trends, the 
palaces or the temples that characterize 
the city of his choice, he also tells us of ad- 
venturers and monks, soldiers, nobles and 
imperial explorers, spies and travelers and 
scholars. Most of them are revealed as un- 
reliable witnesses that have embellished 
their accounts to remain faithful not to 
truthful recollection, but to shifting loyal- 
ties: among the exiles, a tendency to paint 
the past as a Golden Age of peace and har- 
mony—unceremoniously dismissed by Mr. 
Barnett, who write: “such remarks are in- 
tended not as serious descriptions, but as 
a gentle form of persuasive education.” 
And among those Chinese or Tibetans 
who have remained in the country, who 
have succumbed to the need to embrace 
the times and justify them, denouncing 
the darkness of all that was happening be- 
fore the “peaceful liberation” of Tibet and 
shutting their eyes to the present darkness. 
Among the travelers of times gone by, too, 
Mr. Barnett separates the willful represen- 
tation and facile juxtapositions (mostly of 
religious and natural splendor clashing 
with human filth) that tell us more about 
the writers’ own preconceived categories 
than about Tibet itself. 

This is a book that has been carefully 
crafted—beautifully illustrated by Karen 
Diemberger, divided in numerous sections 
where the distinctive chapters seamlessly 
refer to one another and to the very rich 
notes and glossary at the end of the text 
(the wealth of information that is put at 
the end of the book forces the reader to go 
back and forth constantly), and it can be 
read in many different ways, while always 
retain a pleasant freshness. 

Some of this very freshness of perspec- 
tive might result controversial (to varying 
degrees) to most, if not all, Mr. Barnett’s 
readers. 

As when, while retelling the history of 


this land, Barnett lays the blame for the 
sorry state of the “roof of the world” not so 
much on the Chinese communist troops, 
but squarely on the shoulders of British 
explorer, Sir Francis Younghusband, who 
in 1903 forced his way into Tibet shoot- 
ing whomever tried to oppose his advance: 
“He thus became the first man since the 
Dzungar Mongols in 1717 to have success- 
fully invaded Tibet and taken its capital 
by force, and the person most responsible 
for the chain of Chinese invasions that be- 
set Tibet in the following half-century.” 
Throughout the book, the sins of the Brit- 
ish expansion are condemned in no un- 
certain terms, with an angry passion that 
at times seems stronger than the one re- 
served for more recent trespassers. 

Also potentially controversial for many 
readers, no doubt, will be Mr. Barnett’s con- 
clusion, in the chapter “Mestizo,” where 
“two narratives converge.” The surfacing 
of anew, truly Sino-Tibetan culture, which 
Mr. Barnett meets in his most recent trips 
to the Tibetan capital, is presented here 
as a probably inevitable development that 
may yet reserve some unexpectedly pleas- 
ant surprises. Here, Mr. Barnett does not 
waste time in lamenting the irretrievable 
loss of a culture so mysterious and so com- 
plicated as the Tibetan one. He neither 
mourns, nor celebrates: he takes a step 
back, and simply observes how the stones 
of Lhasa have changed, how inside them, 
inside some old houses and some new, 
flashy ones that can still recount part of 
a hidden history, people are living, adapt- 
ing, creating every day an evolving reality, 
too concrete and too human to be simply 
condemned or celebrated. 

The “streets with memories” of Lhasa, 
thus, are also streets with a present, with 
the premonition of a future, that will never 
be able to recreate what has been lost or 
what has been romanticized, but may still 
defy quick pigeonholing with its unfore- 
seen resilience and imagination. 1i 
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RAINBOW COALITION: PROTESTERS 
CAME FROM MANY WALKS OF LIFE 
by Paul Handley 
Vol. 155, No. 22, June 4, 1992, Page 11 


HEY CALLED IT the sedan mob, 
the mobile phone mob, and even 

; the yogurt mob. But most of all, 
the participation of thousands of Bang- 
kok’s upwardly mobile citizens gave the 
antigovernment protesters who crowded 
the Thai capital’s streets in April and May 
the sobriquet “yuppie mob.” 

There is much truth in that. By and 
large, the demonstrations which turned 


into riots with scores of deaths were dom- - 


inated by Bangkokians, and Bangkok is 
dominated by the middle class. In a coun- 
try where half of the 56 million population 
is still farm-bound, most of the country’s 
income accrues to the 7 million to 8 mil- 
lion people of greater Bangkok. 

In 1989, the national average GDP per 
capita was 32,026 baht ($1,251 at then ex- 
change rates). In the poorest region, the 
northeast, with about 37% of the popula- 
tion, the average was 11,961 baht. But in 
the greater Bangkok area, the average GDP 
per capita was 96,239 baht. That explains 
the presence of BMws, Volvos and cellular 
telephones among the demonstrators— 
for even Bangkok’s sizeable upper class, 
if they were not too publicly recognizable, 
got involved. 

But suggestions by many that the up- 
surge against the government of Suchinda 


rere 


ae Mr. Handley was a Bangkok-based correspon- 
dent for the REVIEW. He is the author of The King 
Never Smiles: A Biography of Bhumibol Aduly- 
adej, forthcoming from Yale University Press. 


Kraprayoon was a new phenomenon—the 
newly wealthy Thai middle class finally 
showing an interest in democracy—dis- 
tort the picture. | 

The protesting crowds spanned all 
classes, and many of them had long-time 
experience in political activism, especially 
antimilitary activism. If anything, it was 
an attack on the old pattern of Thai poli- 
tics: army interlopers backed by corrupt 
politicians ignoring the aspirations of the 
people. As one behind-the-scenes organiz- 
er said: “We have democracy. We want the 
military to stop interfering.” 

Many, if not most of the demonstrators, 
over the age of 30 had gone through the 
experience before—as far back as 1973, 
when student-led demonstrations ejected 
the military dictatorship of Thanom Kit- 
tikachorn and Prapas Charusathien. After 
three years of unstable democratic govern- 
ment, the military came back with a ven- 
geance, massacring scores of students at 
Thammasat University on Oct. 6, 1976. 

The students of 1973 and 1976 have 
now come of age. Many belong to Bang- 
kok’s middie class; for instance, the Plan 
Group, Bangkok’s respected architecture 
and design group, is owned by those who 
were, and still are, activists. The ranks of 
university lecturers are filled with for- 
mer student activists, still angry that the 
Thammasat massacre went unpunished. 

Atimid woman in middle-management 
at the Stock Exchange of Thailand, who 
attended the demonstrations, even when 
they broke out into riots, gave a typical 
explanation of her involvement. “I was in 
university in 1976. I was only a little in- 
volved back then. But now I am not afraid 
of the soldiers. Suchinda has to get out.” 


The protesting crowds spanned all classes, and many of 
them had long-based experience in political activism. 





In fact, the demonstrations of May were 
well-organized mostly because of the in- 
volvement of thousands of people who had 
previous experience. And many had honed 
their organizing and lobbying experience 
in the mid-1980s when the antimilitary 
lobby continually prodded the then Prime 
Minister Prem Tinsulanond to take part 
in elections. He refused, and was finally 
pushed from the premiership in 1988 by a 
coalition of pressure groups. 

In the late 1980s, too, many turned 
their activist energies to protecting the 
environment. In 1987, for instance, large 
crowds were marshaled in a tough but suc- 
cessful fight against the Nam Choan dam, 
planned to be built in one of the country’s 
most pristine wilderness areas. 

The government the demonstrators 
were attacking also provided a stimulus. 
Apart from the heavy military contingent, 
the top levels of the Suchinda-led coalition 
included a score of politicians allied with 
the military in 1976: Military cronies in 
the cabinet include deputy prime minis- 
ters Samak Sundaravej and Narong Wong- 
wan; Chart Thai party leaders Banharn 
Silpa-archa and Pramarn Adireksan; and 
Senate president, Ukrit Mongkolnavin. 

But to suggest that it was only veter- 
ans of 1973 and 1976, with their families 
and friends, who were involved in the May 
demonstrations is not completely correct. 
Bangkok’s worker class was in evidence, 
even though most can only get one day off 
a week, usually on Sundays. 

When peaceful demonstrations turned 


to riots and killing, the mobile-phone gang 
disappeared, leaving less than 30,000 pro- 
testers—most of whom appeared to be in the 
10,000 baht a month or less category. There 
were teachers and civil servants, many pay- 
ing their own way in from rural areas, who 
make less than 5,000 baht a month. 

And at the bottom levels of Bangkok’s 
economic strata, sentiment against the 
military was just as strong. After the first 


- night of rioting, northeastern Thai work- 


ers at a Bangkok construction site told the 
REVIEW: “We do not want Suchinda. He 
and the soldiers are all bad. We cannot go 
to the demonstrations because we have to 
work. We are afraid, too.” 

Lee and Orn, hostesses at a Patpong 
lounge, echoed that sentiment but more 
strongly. If they do not show up to work on 
one night, their monthly salary of 2,500 
baht is docked by 400 baht. “I went five 
nights. Orn went three,” said Lee. “I have 
used up all my money. But I will go again. 
I saw people killed by the soldiers on Mon- 
day. Suchinda has to go.” 

That was echoed by many others, most 
of them unable or afraid to attend the dem- 
onstrations. However, their sentiment was 
not all hidden. On the first Sunday after 
the riots, memorial ceremonies were held 
at Democracy Monument on Ratchadam- 
noen Road, the site of many deaths. Along 
with the Bangkok middle class were hun- 
dreds of factory workers, on their day off, 
who took buses to the site to look at the 
extensive photo displays of the military’s 
act of carnage. t | 
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The Gimlet Eye 


Touting Globalization 


STUCK IN BOMBAY’S gridlock traffic, TT 

was dismayed to see a band of street ur- 
chins approaching the taxi to sell the usu- 
al dross. But instead of trinkets, the little 

entrepreneurs were hawking illegal cop- 
ies of Thomas Friedman’s The World Is 

Flat and Amartya Sen’s The Argumenta- 
tive Indian. This seems like a pretty good 

indicator that India’s economy has great 

potential. First because it suggests that a 

high proportion of foreign visitors are now 

engaged in the work of globalization. And 

second because whoever is controlling the 

kids was so fast to figure out what that de- 
mographic would be likely to want. 


Sir Ka-shing and the Duke 


HIS ROYAL HIGHNESS Prince Andrew, the 
Duke of York, was in Hong Kong recently 
in the role of special representative for in- 


ALES 





ternational trade and investment, the first 
British royal to visit the territory since the 
1997 handover. And naturally he met with 
Sir Ka-shing Li who took the duke on a 
photo-op tour of Hutchison’s high-tech 
container facility at Kwai Chung. 

Interestingly, U.S. Secretary for Home- 
land Security Michael Chertoff was also in 
Hong Kong on the same day and got a simi- 
lar tour, only this time without the media 
coverage. 

Hutchison’s recent win of a U.S. govern- 
ment $6 million no-bid contract to carry 
out radiation screening set off yet another 
wave of anti-foreign hysteria in America. 

Hopefully Tony Blair is helping to stiff- 
en the resolve of the Bush administration 
after its capitulation to the xenophobes in 
the Dubai Ports World debacle. 


Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www. feer.com/tales. 
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W ONG KONG IS under free trade attack again. No, this time it’s 

H not the anti-everything sandalistas rioting in the streets, as 

it was last December during the World Trade Organization 
ministerial meeting. This invasion is more benign. 

The first wave was the2Ist annual Hong Kong Gifts and Premium 
Fair. The convention center was packed to bursting with 3,879 exhiitors, 
a 10% increase over last year, organizers say. We'll attest that never have 
we seen so many conventionites spilling onto the streets of Wanchai. 

Then came an even bigger flood of ordinary mainlanders on their 
week-long May Day holiday. Hong Kong’s tourist venues overflowed 
with the freespending vacationers. 

The selling of cheap gewgaws or collecting of holiday snapshots 
might seem rather prosaic. But this exercising of economic freedom, and 
the increased prosperity that it engenders not only in Asia but around 
the world, is the real story of globalization. Too often journalists and 
even prominent economists become fixated on ephemeral side-effects, 
like job losses or rising inequality, and lose sight of the huge mass of 
mutually beneficial transactions that is driving the process. 

Hong Kong, and indeed East Asia as a whole, has been at the forefront 
of this trend for so long that American and European shock and alarm is 
difficult for us to fathom sometimes. The world is flat? Well duh, what 
did you think it was, round? 

So in this issue and those ahead, the REVIEW will focus on the real 
work of globalization to suggest problems that deserve attention. For 
instance, Diana Farrell and Susan Lund of McKinsey look at how China 
can reform its financial sector so that it can not only deliver fast growth, 
but also the more balanced, sustainable kind of growth that the govern- 
ment is now emphasizing. 

Dieter Ernst and K.G. Radhakrishnan take contrasting views of the 
development of innovation in India. The debate over how to classify 
that country’s technology-related economic activity is fascinating, and 
is never-ending since the situation is constantly changing. But regard- 
less, expanding the process of innovation into the developing world will 
bring huge benefits to all of us. 

Finally, Sarah Chan and Gu Qingyang find that China’s integration 
with the world economy is deepening as wages rise in the coastal areas 
and investment migrates into the interior. This process is a reminder 
that for all the fretting about job migration, China’s development is just 
a continuation of a process we (at least in Asia) understand very well. 

H.R. 
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Puerile Butterfly 


I WOULD NOT normally comment on an ar- 
ticle as I feel that everyone is legitimately 
entitled to a point, but there are excep- 
tions. The article in the April 2006 edi- 
tion of the REVIEW by Casten Holz (“Why 
China’s Rise Is Sustainable”) is one. 

Mr. Holz invites the reader to a verita- 
ble gargantuan garden of economic theo- 
ries. Then, like a butterfly in said garden, 
he touches on a myriad of topics: transition 
economics and development economics; 
labor productivity; the dynamics of agri- 
culture; comparative economics; trends 
in education growth; and demographics. 
When and where he alights at all, it is all 
too brief. In presenting us with this pano- 
ply of topics, Mr. Holz does not use foot- 
notes to explain from where he got his data 
and, after all that, terminates with fatuous 
conjecture and puerile conclusions. 

Mr. Holz postulates, “Transition eco- 
nomics suggests that China grew rapid- 
ly because inefficiencies of the prereform 
planning system were eliminated. [And] ag- 
ricultural and industrial reforms unleashed 
incentives....” I don’t know yet, nor, from 
what I understand, does the Chinese gov- 
ernment actually know yet, if the elimina- 
tion of the “iron rice bowl” for all was an 
“inefficiency” that needed to be eliminat- 
ed (especially as they are bringing it back 
in different ways). One thing is for certain: 
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having no safety net and not having any ac- 
cess to food or medicine beyond what you 
can pay cash for is a powerful incentive to 
work both productively and hard. 

Mr. Holz casually introduces the figure 
that China has 100 times the number of la- 
borers per acre in agriculture that the U.S. 
Is that figure over the entire spectrum? 
Does it take into account differences in 
product—for instance, how many hillsides 
are terraced farmlands in the U.S.? 

Mr. Holz mentions that Chinese spend- 
ing on research and development is 1% of 
GDP vs. 3% in the U.S.— again, he makes no 
mention of where he got this figure. Get- 
ting official Chinese government figures 
to jibe is more of an art than a science, 
but even if we take his figure as gospel— 
so what? The official Chinese attitude is 
that they do not have to spend if someone 
is going to give it to them—and witness the 
same example of the mobile telephone sys- 
tem that he himself used. Those of us who 
have been in a position to compare know 
full well that the mobile phone system 
in China far outshines that of the U.S. or 
Canada (never mind Europe). 

Mr. Holz is obviously a well-read in- 
dividual and his position of professor in 
Hong Kong should have given him some 
better understanding of the people and 
the unparalleled history that is the cur- 
rent P.R.c. in the makeover. To touch on 
all the topics that he did, to incorporate 
all the data that he did, only to conclude 
that “the distinction between China and 
the West, may yet become increasingly 
blurred” bears little relation to his title and 
gives the writer no credit for effort and the 
reader no credit for intelligence. 

Bennett S. Little 
Montreal, Canada 
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Putting China’s 
Capital to Work 


by Diana Farrell and Susan Lund 





HE CHIEF TASKS of any 
good financial system 
are to attract savings and 
channel them to produc- 





tive investments as effi- 
ciently as possible. China’s financial system 
does an outstanding job of mobilizing sav- 
ings. But there is considerable room for im- 
provement in its capital allocation, and its 
overall efficiency. Financial-system re- 
forms could not only raise cpp by as much 
as 17%, or $320 billion a year, but also help 
spread China’s new wealth more evenly 
throughout the country. 

China’s regulators are understandably 
anxious that a shift in funding toward 
more productive borrowers could acceler- 
ate layoffs from the less productive state- 
owned enterprises (SOEs), and lead to more 
social unrest. But such a shift will stimu- 
late job creation in the strongest areas of 
China’s economy and increase tax reve- 
nues to fund social programs. Speeding the 
move to a fully market-based financial sys- 


tem will relieve, rather than exacerbate, 
social tensions in the long run. 


Financing the Most Productive 


OVER THE PAST 10 years, private compa- 
nies in China—whether Chinese-owned, 
foreign-owned, or joint ventures—have 
grown faster than pP. These companies 
now account for half of all output and 
many new jobs. The share of production 
from wholly state-owned enterprises, 
meanwhile, has shrunk to barely one- 
quarter of cpp. Although many sors have 
been restructured and some are highly 
profitable, their productivity as a group is 
still half that of private companies, both in 
aggregate and by industry. 

Nevertheless, sors (both wholly and 
partially state-owned) continue to absorb 


exo Ms, Farrell is director of the McKinsey Glob- 
al Institute, McKinsey’s economics think tank 
where Ms. Lund is a senior fellow. 
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most of the funding from the financial sys- 
tem. Private enterprises have received only 
27% of loan balances. Many of them resort 
instead to China’s large informal lending 
market, which has an estimated $100 bil- 
lion of assets but also higher interest rates. 

As well as explaining the large volume 
of nonperforming loans in China’s banking 
system, this pattern of lending also has the 
effect of lowering overall productivity in 
the economy. As a result, China is seeing 
its investment efficiency decline. Whereas 
it required $3.30 of investment to produce 
$1 of GpP growth in the first half of the 
1990s, each $1.00 of growth since 2001 has 
required $4.90 of new investment— nearly 
40% more than the investment required 
by South Korea and Japan during their 
high-growth periods. 

Productivity would be boosted greatly 
if a larger share of funding went to more 
productive private enterprises. Less pro- 
ductive SOEs would have to improve their 
operations to continue to attract finance, 
or shut down. Over the next five years, this 
dynamic would go a long way to closing 
the productivity gap between state-owned 
and private companies, raising GDP by as 
much as 13%, or $259 billion annually. 

Chinese households will benefit as bet- 
ter capital allocation creates higher re- 
turns on savings. Chinese households save 
a lot by international standards—on aver- 
age, roughly 25% of their disposable in- 
come. But they keep 86% of their savings 
in low-yielding bank deposits and savings 
accounts. Given the low average returns 
and volatility of equity and bonds over the 
past 10 years, opting for bank deposits has 
been rational. 
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That said, poor capital allocation by 
banks and the comparatively high cost of 
financial intermediation in China mean 
that returns on bank deposits are also dis- 
mal. Over the past 10 years, Chinese house- 
holds’ financial assets earned just 0.5% a 
year after inflation. In contrast, South Ko- 
rean households earned 1.8% during the 
same period. If real returns on their sav- 
ings doubled to 1%, Chinese households 
would gain $10 billion annually; if returns 
reached the level seen in South Korea, they 
would gain an extra $25 billion a year. 
With returns at these levels, Chinese 
households could afford to save less and 
consume more. 

Despite the clear benefits of better cap- 
ital allocation, China’s regulators have re- 
sisted making changes, presumably in 
order to maintain stability and preserve 
jobs. But developing a market-based finan- 
cial system is a more attractive way to 
achieve and sustain higher overall employ- 
ment from both an economic and social 
standpoint. Although jobs will be lost from 
SOEs that prove unable to compete for fund- 
ing on a commercial basis, the burgeoning 
private sector will create many new ones. 
Net job losses are likely to be negligible 
even in the short to medium term. China 
has already experienced this effect of lib- 
eralization in its auto industry. Restructur- 
ing has caused state-owned auto 
enterprises to shed many jobs, but total em- 
ployment in the industry has increased. 

Moreover, we estimate the increase in 
GDP resulting from reforms that improve 
capital allocation will raise government 
tax revenues by 16%, without any increase 
in tax rates. The state can use these funds 
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BIG BANKING 


China’s financial system is dominated 
by the banking sector 


2004 financial stock components, in percent 
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to support and retrain displaced workers 
directly, rather than distorting the finan- 
cial system to achieve social goals. 


Improving Financial 
System Efficiency 


WHEN OFFERING WARNINGS that the Chi- 
nese economy is booming despite—not be- 
cause of—its rudimentary financial system, 
many economists point out a core ineffi- 
ciency of the system: political pressures 
continue to influence lending practices. 
Equally detrimental to China’s financial 
system, however, are inefficient operations 
in a banking sector that towers over the sys- 
tem, and the underdeveloped state of the 
debt and equity markets. As well as skew- 
ing the allocation of capital, these problems 
raise the system’s operating costs. If they 
could match the efficiency of systems in 
other emerging markets, such as South Ko- 
rea, Malaysia, or Chile, we estimate that fi- 
nancial intermediation costs could be cut 


by a total of $62 billion per year, while im- 
proving capital allocation as well. 

Æ Banking sector China’s banks have a 
number of operational weaknesses. They 
gather only sketchy information on bor- 
rowers’ credit histories and financial per- 
formance, and the coverage of independent 
credit rating agencies, such as Moody’s or 
Standard & Poor’s, is limited. Loan officers 
in many bank branches have rudimentary 
loan pricing and risk management skills, 
despite recent efforts to improve. To such 
risk-averse lenders, the scale and govern- 
ment ownership of even poorly perform- 
ing SOEs can make them more attractive 
loan prospects than smaller private com- 
panies, because of their seemingly low 
risk. There may also be local political pres- 
sure to lend to what are still the largest lo- 
cal employers in many regions. 

Poor capital allocation by banks is am- 
plified by the dominance of the banking 
sector in China’s financial system. In mar- 
ket economies, the share of bank deposits 
in the financial system’s total assets typi- 
cally ranges from under 20% in developed 
economies to about half in emerging mar- 
kets. But as the graphic nearby shows, in 
China, banks intermediate nearly 75% of 
the capital in the economy. Bank deposits 
and savings accounts, roughly half of them 
from households, now total $2.6 trillion. 

Banks’ inefficiencies result in higher 
than necessary operating costs. The main 
source of banks’ revenue, particularly in 
China where fee-based income is low, is 
the spread between their average borrow- 
ing and lending rates. China’s largest 
banks will need a total of $215 billion from 
the government to recapitalize their bal- 
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ance sheets. Around $105 billion has al- 
ready been injected since the 1990s. Adding 
these funds to their net interest margin 
raises the true cost of intermediation in 
China’s banking sector to 4.5%, compared 
to 3.1% in our benchmark countries. Rais- 
ing the efficiency of China’s banking op- 
erations to the benchmark would reduce 
their costs by $25 billion annually, given 
their volume of lending. More efficient 
banks would also be able to lend success- 
fully to smaller, private businesses, saving 
these firms the premium they now pay to 
borrow on the informal market, worth an 
additional $2 billion a year. 

Ææ Payments system China is currently 
in the process of building a modern pay- 
ments infrastructure. For wholesale pay- 
ments, the China National Automatic 
Payment System (CNAPS) has been put in 
place in many cities and offers functional- 
ities comparable to systems in more devel- 
oped economies, namely gross settlement 
of high-value payments and net end-of-day 
settlement of smaller value ones. But many 
local banks are resisting the significant 
capital investment necessary to connect to 
the system, preferring instead to use the 
old “Electronic Interbank System,” which 
has far higher transaction costs. Most re- 
tail payments are still made in cash, since 
credit and debt cards are not widespread 
among the population, and most small re- 
tailers have not wanted to make the in- 
vestment necessary to install the 
equipment to accept cards. Speeding the 
spread of electronic retail and wholesale 
payments would result in $20 billion of 
savings each year, and benefit the govern- 
ment by reducing tax evasion (since the 
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gray market operates in cash). The size of 
this prize justifies introducing some form 
of incentive to retailers, consumers and 
banks to pay electronically. 

æ Debt and equity markets Ching’s eq- 
uity and bond markets are among the 
smallest in the world. Equity market capi- 
talization, excluding nontradable “legal 
person” shares owned by the state, is equiv- 
alent to just 17% of GDP, compared with 
60% or more in other emerging markets. 
The corporate bond market, meanwhile, is 
just 1% of GDP, compared with an average 
of 50% in other emerging markets. It is 
held back by a mass of regulations that 
lengthen issuance time to a year or more, 
limit the interest rates that corporate bonds 
can pay, and leave the government with 
discretion over which companies list. 

Moreover, China’s small capital mar- 
kets are used almost exclusively by soEs. 
Until a few years ago, state regulators se- 
lected companies for equity offerings in 
line with industrial policies, and still do for 
bond issues. Equity listing criteria have 
since become more independent, but here 
again, government regulators maintain 
discretion over which companies can list. 
So far, almost none have had a majority of 
private ownership at the time they initial- 
ly listed shares, although some were priva- 
tized after listing. 

Chinese companies need more fully de- 
veloped equity and bond markets to pro- 
vide competition to banks and give them a 
better choice of funding vehicles. In our 
benchmark countries, companies get 
roughly 60% of their debt from bond mar- 
kets and 40% from bank loans. If they 
could match this mix of financing vehicles, 


Chinese companies would lower their 
funding costs by $14 billion annually. Ef- 
ficiency improvements in China’s equity 
markets would reduce the costs to issuing 
companies by an additional $1.5 billion. 
Chinese households would benefit because 
flourishing bond and equity markets would 
underpin the development of more attrac- 
tive financial products, such as mutual 
funds, pensions funds, and insurance, than 
bank deposits. 


Priorities for Financial Reform 


THE CURRENT SHORTCOMINGS of China’s 
financial system are rooted in relation- 
ships between the system’s component 
parts—banks, bond markets, equity mar- 
kets, the payments system and institution- 
al investors. 

For instance, China needs a healthy 
corporate-bond market to provide funding 
to large companies and infrastructure 
projects, and to spur banks to lend more to 
smaller companies and consumers instead. 
The bond market, however, is unlikely to 
flourish until banks develop more accurate 
risk-based loan pricing and stop the flow 
of cheap loans to large companies. Speed- 
ing growth of domestic institutional inves- 
tors is also essential, because few retail 
investors in any country buy corporate 
bonds directly. Yet all these relationships 
work both ways. Financial intermediaries, 
capital markets and banking have to evolve 
in tandem. 

China’s four financial system regulato- 
ry bodies thus need to implement a coordi- 
nated, system-wide program of reforms. 
Measures to increase competition in the 
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banking sector will be critical to prompt 
banks to upgrade their lending skills, man- 
agement and IT systems, and governance. 
China’s regulators have taken steps in this 
direction to prepare for competition from 
foreign banks, which will enter the local 
currency market in December 2006. But 
these banks have relatively few branches 
today and opening more will take time, 
limiting their immediate impact on compe- 
tition. Regulators should therefore also al- 
low more private domestic banks to enter 
the market, and relax limits on foreign 
ownership in banks ahead of the currently 
planned schedule—particularly for the 
smaller city and regional banks badly in 
need of the banking skills and technology 
that foreign investors bring. They should 
also raise the requirements for bank gover- 
nance by making boards more independent 
and offering training programs for direc- 
tors, and should strengthen financial re- 
porting and auditing requirements to make 
bank performance more transparent. | 

In a more competitive environment, 
banks will likely lose their largest corporate 
customers to the capital markets, obliging 
them to turn to private companies, SMEs, 
and consumers instead. But to lend success- 
fully to these segments, banks must be able 
to assess the credit quality of borrowers 
and price their risks accurately. To this end, 
banks need the services of independent 
consumer credit bureaus. To speed their 
development, regulators should provide in- 
centives for lenders and utilities to report 
the payment histories of borrowers. 

To help creditworthy sMEs to borrow, 
regulators should also ease the strict col- 
lateral rules on banks. Today, real estate 
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and some forms of equipment are accept- 
ed as collateral. But unclear property 
rights in many parts of China deprive 
small businesses of needed collateral. 
Moreover, Chinese real-estate prices are 
soaring, so using this asset as the main 
collateral for loans may be risky. The reg- 
ulators should therefore allow banks to 
accept more types of equipment and ac- 
counts receivable as loan collateral, and 
the government should consider expand- 
ing the program of loan guarantees to 
SMEs. Since banks have had trouble taking 
possession of collateral in the past, par- 
ticularly when it was not a fixed asset, it 
is also imperative that China further de- 
velop its legal system in this regard. 

The corporate bond market in China 
has been slow to develop largely because 
of inappropriate regulations. To speed its 
expansion, regulators should abolish pref- 
erential access to the market for policy 
banks to allow more private companies to 
issue bonds, and shorten the issue approv- 
al process to something nearer the maxi- 
mum of a week it takes in most other 
Southeast Asian countries from the 14 
months to 17 months it takes today, and 
abolish limits on interest rates payable on 
corporate bonds. They should also encour- 
age the expansion of sophisticated corpo- 
rate-rating agencies, such as Moody’s and 
S&P, which today have limited coverage, 
or build up Chinese rating agencies. 

Excessive regulation is also holding 
back growth among institutional inves- 
tors. Regulators should therefore consider 
relaxing restrictions on the types of in- 
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vestments domestic intermediaries can 
make, and making taxes on these invest- 
ments more favorable. They should also al- 
low domestic intermediaries to invest 
some portion of their assets abroad to im- 
prove the returns they can offer to house- 
holds. In addition, Chinese households 
need education in investment and finan- 
cial services planning. This could be en- 
couraged through tax rebates or subsidies 
to households, and by tax incentives to pri- 
vate companies that offer them. 

To enable more private companies and 
SMEs to choose equity capital as a source of 
finance, regulations should be changed to 
let more private firms that technically qual- 
ify for an 1Po actually list on each of the 
stock exchanges, and to allow more IPOs 
and foreign investors on the small-cap ex- 
change in Shenzhen. To further the joint 
progress of all three exchanges in China, 
regulators should also encourage the more 
strategic relationship that is developing be- 
tween the Hong Kong Stock Exchange and 
the mainland exchanges in order to im- 
prove mainland equity market operation. 

Lastly, strict capital controls prevent 
China’s residents today from investing in 
foreign financial markets or securities, 
where they might earn higher returns 
than from domestic savings vehicles. This 
policy also protects China’s banks and cap- 
ital markets from competition that they 
need in order to develop. As a first step to- 
ward capital-account convertibility, regu- 
lators should gradually allow domestic 
intermediaries to invest some assets in 
Hong Kong. i” 
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Lion City Baits 
Mousy Opposition 


by Garry Rodan 





N MAY 6, Singapore 
Prime Minister Lee 
Hsien Loong will lead 
the ruling People’s Ac- 
tion Party to the polls for 
the first time, as the city state conducts its 
12th general election. Such is the domi- 
nance of the pap, which secured 75% of the 
total valid votes at the last election in 2001, 





that there are really only two questions 
about the outcome: Will the opposition 
keep its two seats in the 84-member Parlia- 
ment? And can Mr. Lee replicate the PAP 
share of the vote achieved last time by his 
predecessor Goh Chok Tong? 
Paradoxically, the pap’s deep antago- 
nism toward political pluralism coincides 
with heavy emphasis on election results for 
political legitimacy. Consequently, instead 
of taking the pressure off Prime Minister 
Lee, Mr. Goh’s last election result has sim- 
ply raised the bar for him and heightened 
PAP anxiety about the dangers of elected 
opposition in Parliament. “We want this to 


Saat 


be a united, cohesive, strong Singapore and 
a core of a strong Singapore has to be a 
strong PAP,” Mr. Lee declared. 

As decades of authoritarian rule sug- 
gest, in the ruling party’s view a strong PAP 
and a strong opposition capable of compet- 
ing with it are incompatible. Therefore, 
alongside budget measures to shore up its 
support at the polls, constraints on political 
engagement have been reinforced and 
promises of discrimination to the detri- 
ment of opposition wards in the dispensing 
of state funds have also been renewed. 

The very survival of opposition is the is- 
sue highlighted by Singapore’s two only 
non-PAP members of parliament: Chiam 
See Tong of Singapore Democratic Alliance 
and Low Thai Khiang of the Workers’ Par- 
ty. They respectively urged Singaporeans 
to block a “clean sweep” and to avoid giving 
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the pap a “blank check.” Prime Minister 
Lee countered that he would welcome a 
“First World” opposition to ensure Singa- 
pore has a “First World” parliament, but the 
current crop is not up to the mark. 

For Mr. Lee, however, a “First World” 
opposition would appear to be one in the 
PAP’s image. Opponents substantively ques- 
tioning PAP values and adopting a combat- 
ive style tend to experience a rough ride. 
They discover that political battle with the 
ruling party entails a hostile encounter 
with the full force of the pap state’s legal, 
administrative and security arms. Not least 
of such pitfalls is the occupational hazard 
of being sued for defamation—a process 
that has bankrupted pap enemies such as 
J.B. Jeyaretnam and Chee Soon Juan. Sin- 
gapore’s courts have never decided against 
PAP leaders in such cases. As Mr. Chiam ex- 
plains, “There is an element of fear, and 
this atmosphere does not encourage polit- 
ical participation and the growth of good 
opposition in Singapore.” 

Part of the opposition dilemma is dem- 
onstrated by the pap reaction to the wP’s 
52-page manifesto, You Have a Choice. Re- 
leased as early as Jan. 14, this is the first 
comprehensive policy update since 1994. 
Yet stinging pap hyperbole has been direct- 
ed precisely at those elements that would 
present voters with choice. 

Described as “time bombs” by Man- 
power Minister Ng Eng Hen and labelled 
as “poisons” by Health Minister Khaw 
Boon Wan, the proposals in question in- 
clude abolishing three institutions: state- 
linked grass-roots organizations such as 
Resident Committees and the Citizen Con- 
sultative Committee that the wP main- 
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tains “cripple the growth of natural 
community leadership”; the elected presi- 
dency, entailing veto powers over any fu- 
ture government spending of reserves but 
for which only members of the establish- 
ment are, in effect, eligible; and ethnic 
quotas for housing estates, objected to by 
the wer on the grounds that “society has 
now attained such a level of multiracial in- 
tegration” that Singaporeans should have 
“equal freedom of choice of home loca- 
tions.” The other proposal is to boost sub- 
sidies to assist low-income earners and the 
poor, providing an “unconditional needs- 
based safety net to ensure that no one who 
needs help is left stranded.” 

Prime Minister Lee advised the wP to 
“rethink your position and publish a re- 
vised manifesto, version 1.2. There’s still 
time.” The spa’s Mr. Chiam countered that 
he was “astonished at the patronizing and 
condescending way that the pap ministers 
publicly admonished the wp.” He elaborat- 
ed: “The pAp’s arrogant behavior is like that 
of a school master rebuking a primary 
school pupil. It is surely not for the PAP to 
say that it is right and the wP is wrong.” 
Rather, “It is for the voters to say that by the 
way they vote.” 

PAP tutoring on opposition can also be 
confusing. Opposition parties have taken 
up the pap’s challenge to drop the “by-elec- 
tion strategy” adopted since 1991 of contest- 
ing less than half the total seats, thereby 
conceding PaP victory before the polls. This 
time they will challenge for 47 of the 84 
seats. Yet after releasing its second batch of 
candidates to the public, Minister Mentor 
Lee Kuan Yew advised that the wP should 
have fewer but more serious candidates. 
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Meanwhile, many of the record 24 pap 
rookies in this election have been portrayed 
through government-controlled domestic 
media as “nonconformist,” presumably in 
an attempt to reassure voters that absolute 
parliamentary dominance would not oblit- 
erate debate altogether. Indeed, the pap has 
tried to convey that the real significance of 
the election is a ruling party renewal pro- 
cess to positively position Singapore for the 
next 10 to 15 years. 

Far from being concerned about a “clean 
sweep,” Prime Minister Lee points out that 
Singapore made rapid economic and social 
progress from 1965 to 1981 when there was 
not a single opposition member of parlia- 
ment. As its introduction of (unelected) 
nominated members of parliament (NMPs) 
and other reforms towards increasing “con- 
sultation” have demonstrated over the last 
15 years, it is political co-optation, not po- 
litical competition, which the PAP prefers. 

This is not to deny the contribution of 
more than four decades of sustained and 
impressive economic and social transfor- 
mation under the PAP to its electoral domi- 
nance. And with 6.4% growth last year and 
conservative official projections of 4% to 
6% this year, the government appears to 
again go to an election with imposing eco- 
nomic credentials. 

However, rising material inequalities 
have accompanied the government’s strat- 
egy of opening the domestic economy more 
fully to global competitive forces. Structur- 
al unemployment is proving an especially 
persistent problem contributing to the ris- 
ing gap between rich and poor. Despite the 
jobless rate falling to 2.5% last December, 
Singapore’s older, least-skilled workers re- 


main vulnerable as the economy undergoes 
major restructuring. Some 500,000 Singa- 
porean workers have educational qualifica- 
tions below secondary level. 

In this context, a $$2.6 billion ($1.6 bil- 
lion) “Progress Package” was announced in 
an “election budget.” This continued the 
pattern from previous election eves of dis- 
pensing government surpluses to bolster 
electoral support. Indeed, 2.3 million Sin- 
gaporeans are eligible to benefit from one 
or other of the six elements of the Progress 
Package. However, compared with past 
schemes, the weighting has been shifted in 
favor of low-income Singaporeans. For ex- 
ample, through the S$1.4 billion to be dis- 
persed in Growth Dividends, households 
with annual income less than $$24,000 
will receive $$800, while those with in- 
comes in excess of S$24,000 are eligible for 
S$600. Other measures include superan- 
nuation top-ups for older Singaporeans. 

The package looks to be a winner. Ac- 
cording to a survey of 892 Singaporeans by 
the government Feedback Unit, 84% of re- 
spondents approved of the measures. 
Whether the formula of combining broad 
benefits with mild redistribution will en- 
tirely undercut the effectiveness of opposi- 
tion campaigns around issues of inequality 
and poverty remains to be seen. While sup- 
porting these measures, opposition parties 
have questioned their timing and adequacy. 
The wp, for instance, has called for a mini- 
mum wage as a more enduring way of pro- 
tecting low income Singaporeans. 

However, in effectively challenging the 
PAP on these and other issues—including 
the unpopular decision last year to intro- 
duce casinos to Singapore—opposition par- 
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ties face formidable hurdles. Some of these 
are symptomatic of ruling party power em- 
bedded in state institutions. This is illus- 
trated in campaigns in the opposition-held 
wards of Potong Pasir and Hougang and in 
the Group Representation Constituency of 
Sembawang, where the spp seeks the six 
seats involved. All three constituencies 
have sizeable working-class populations 
for whom growing inequalities and rising 
costs assume special importance. 

To differing degrees, trends in the two 
opposition wards are worrying for Messrs. 
Low and Chiam. The former’s share of the 
vote in Hougang was reduced to 55% in 
2001 from 58% in 1997, still leaving a mar- 
gin of 2,188 votes over the pap’s Eric Low 
in an electorate of 23,320. Mr. Chiam’s sit- 
uation is more precarious in Potong Pasir, 
where he prevailed by just 751 votes over 
the pap’s Sitoh Yih Pin last time. With 
these four candidates again pairing off in 
2006, estate upgrades have once more 
dominated pap campaigns. PAP determina- 
tion to win these seats reflects in Prime 
Minister Lee assigning Senior Minister 
Goh to assist both pap candidates. 

In previous elections, the pap has open- 
ly warned voters backing opposition candi- 
dates not to expect the same public 
infrastructure treatment as PAP supporters. 
In 1997, then Prime Minister Goh projected 
that wards repeatedly voting in opposition 
candidates risked becoming “slums” while 
estates in PAP wards would be “bustling 
away.” At the 2001 election Mr. Goh supple- 
mented the stick with a bit of carrot, prom- 
ising that precincts within Potong Pasir 
where the pap candidate secured more than 
half the vote would get better treatment. 
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With 84% of the population living in 
apartments purchased on 99-year lease 
from the state Housing Development Board 
(HDB), Singaporeans are acutely vulnerable 
to such political discrimination. Nor have 
these been idle threats or promises. Town 
Councils in opposition wards have been 
denied access to the Community Improve- 
ment Projects Committee (cipc) upgrading 
funds of the state. These funds are chan- 
nelled through the “grass-roots adviser” 
who is either the pap mp in wards held by 
the government, or the PAP candidate in 
opposition-held wards. 

Consequently, whereas government 
grants were around S$111 per household in 
Hougang during 2004-5, in the neighbour- 
ing Aljunied Town Council in a PAP constit- 
uency, the figure was $$560 per household. 
Meanwhile, the Sennett Estate in Potong 
Pasir, where more than 50% voted for the 
PAP in 2001, has been enjoying the benefits 
of upgrading. A clearer example of a one- 
party state in action is hard to imagine. 

Now the government is upping the ante. 
PAP candidates have announced various up- 
grading projects to benefit residents, in- 
cluding new ups lifts, pavilions and jogging 
tracks. But as the pap’s Mr. Sitoh explained 
to voters in Potong Pasir: “Please under- 
stand that the next election is about run- 
ning the Town Council. Unless I run it, it is 
next to impossible to do all these things.” 
Mr. Chiam, the elected mp and chairman of 
the Town Council, has been unsuccessful 
in obtaining funds for lift upgrading. 

Meanwhile, Mr. Goh has declared that 
if residents choose the pap’s Eric Low the 
government could make the ward “as beau- 
tiful as Marine Parade,” Mr. Goh’s own 
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constituency. He also announced that circ 
funds could be made available to precincts 
where there is majority PAP support, but 
this time at 60%. 

Although the pap generally has little 
tolerance of opposition, it reserves special 
disdain for the variety championed by 
Chee Soon Juan and the spp. Like the wP 
when it was led by J.B. Jeyaretnam, the SDP 
has been the party that has most substan- 
tively questioned and challenged pap ideol- 
ogy and governance systems. As bankrupts, 
Messrs. Chee and Jeyaretnam are not only 
ineligible for this election, but also barred 
from making rally speeches or broadcast- 
ing messages through proxies. Neverthe- 
less, attacks on Mr. Chee continue 
unabated in the state-controlled media. 

Yet instead of retreating politically, Mr. 
Chee has increasingly steered the spp to- 
ward extraelectoral strategies to try to ex- 
pose curbs to effective political competition. 
This includes defying laws he considers im- 
pediments to free speech, such as the Pub- 
lic Entertainment Licensing Act, which has 
twice resulted in his imprisonment. This 
law, Mr. Chee argues, has resulted in inor- 
dinate delays that make it impossible to ad- 
vertise in advance of meetings and strings 
of conditions about location that further 
complicate the opposition’s ability to reach 
the public. 

In this campaign, the spp was hoping to 
partially circumvent Singapore’s tight me- 
dia controls. Over recent years, the Singa- 
pore government has bolstered the already 
extensive regulatory controls over the po- 


Structural unemployment is a persistent problem 
contributing to the rising gap between rich and poor. 
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litical use of the Internet and other elec- 
tronic media. This includes amendments to 
the Parliamentary Elections Act before the 
last election barring Web sites from politi- 
cal promotion, advertising or campaigning 
during formal election campaigns. Only po- 
litical parties, candidates and elections 
agents are able to use the Internet to pro- 
mote themselves during elections, restrict- 
ed to limited activities. 

Since August last year, though, the spp 
has been harnessing the increasingly pop- 
ular new technology of podcasting, en- 
abling online audio and video clips to be 
downloaded at convenience, It has been 
the only party to do so. However, spp plans 
to make this technology a strategic element 
of communicating directly with electors 
have been scuttled, authorities declaring 
that podcasting containing political mes- 
sages is also banned. Flouting this law car- 
ries a fine of up to S$1,000 and a maximum 
of 12 months in jail. 

Notwithstanding media controls, the 
opposition and spp in particular stated 
clear intentions of scrutinizing the govern- 
ment in this election over the National Kid- 
ney Foundation—a multimillion-dollar 
public charity embroiled in controversy 
over the use of donations and the accuracy 
of its public disclosures. This followed rev- 
elations in the Straits Times newspaper in 
April 2004 and a related legal action by 
NKF chief executive officer T.T. Durai 
against the paper in early 2005. Mr. Durai 
had earlier sued NKF whistleblowers alleg- 
ing funds misuse—claims made as far back 
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as 1999 in an email message circulated to 
100,000 people. 

In this latest instance, Mr. Durai with- 
drew the libel suit amidst a public outcry 
and he and his board resigned. In July 
2005 the government appointed consul- 
tants KPMG to conduct an enquiry into the 
NKF. The damning 332-page report handed 
down in December 2005 included obser- 
vations about serious regulatory weak- 
nesses. Despite this government action, 
the episode invited the question as to why 
it took so long for regulatory authorities 
and the government to focus on the NKF. 
Apart from earlier suits against whistle- 
blowers, issues were raised in Parliament 
in April 2004. 

Although all parties were expected to 
pursue these lines of inquiry in the elec- 
tion, the spp signaled in advance that it ac- 
corded them special priority. This included 
a silent protest in August 2005 by four par- 
ty members outside the Central Provident 
Fund Building in the city center. They de- 
ployed placards and slogan-adorned T- 
shirts to demand greater transparency and 
accountability among government-linked 
companies and statutory bodies as well as 
voluntary welfare organizations. Authori- 
ties’ displeasure with this was dramatical- 
ly evidenced when a dozen antiriot-squad 
police wearing helmets and armed with 
shields and batons dispersed the four. 

The spp’s determination to emphasize 
the NKF issue in this election was under- 
lined when it announced it would contest 
Sembawang GRC, whose incumbents in- 
clude Health Minister Khaw Boon Wan. 
Then on April 18, Mr. Durai, three NKF 
board directors and an employee were 
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charged with offenses, including intend- 
ing to deceive the NKF and falsifying ac- 
counts. Despite some media speculation 
that parties would be constrained in de- 
bating NKF matters because cases were 
now sub judice, the general opposition 
view was that adequate scope still existed 
to grill the government. For its part, the 
government indicated it had no fears about 
debate over its handling of NKF matters. 

However, no sooner had the spp offen- 
sive begun than lawyers for Prime Minister 
Lee and his father, Minister Mentor Lee, 
issued letters of demand to Mr. Chee and 11 
other members of the spp central executive 
committee for allegedly defaming them 
and the entire government in a bilingual ar- 
ticle, “Govt’s role in the NKF scandal,” and 
a captioned photograph of the August pro- 
test published in the party newspaper, The 
New Democrat. In the Lees’ interpretation, 
they have been depicted as concealing in- 
formation unearthed about the NKF and 
perpetuating a corrupt political system for 
the benefit of the political elite. 

However, Mr. Chee and his lawyer M. 
Ravi responded that the spp committee will 
not apologize, will continue to sell its paper, 
and will submit a vigorous defense on the 
grounds of free speech and that the content 
is not defamatory. Some spP committee 
members have opted to individually apolo- 
gize, including 65-year-old retiree Abdul 
Rasheed, who stated, “I thought it better 
for us. We had so much more to lose if we 
didn’t.” Amidst talk of potentially aggravat- 
ed damages claims from pap leaders, 
though, the spp produced a new election is- 
sue of its newsletter and the NxKF issue did 
not feature in the early rallies in the official 
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campaign period. Instead, cost-of-living is- 
sues and ministerial salaries were high- 
lighted. 

Not surprisingly, Mr. Chee declined a 
challenge from the Health Minister to call 
for a commission of inquiry into the gov- 
ernment’s handling of the NKF affair. 
Such an action could see Mr. Khaw cros- 
sexamined by a judge, and Mr. Chee recent- 
ly spent eight days in prison for contempt of 
court for stating that he didn’t believe Sin- 
gapore’s judicial system was independent. 
His remarks were contained in a statement 
submitted at his Bankruptcy Petition Hear- 
ing on Feb. 10 and circulated to the media, 
in which he complained that Singapore has 
“defamation without trial” when it involves 
opposition politicians. He cited criticisms 
of Singapore’s judicial processes from Am- 
nesty International, the International Com- 
mission of Jurists and the New York City 
Bar Association, and pointed out that he 
had been prevented from employing a 
Queen’s counsel to represent his case. 

The potential implications of this latest 
set of defamation actions by pap leaders are 
serious. Given the sums that usually attach 
to such cases—the bill for Mr. Chee after 
the last election was $$500,000—the end 
result could conceivably be the winding up 
of the spp. This was nearly the wp’s fate in 
the late 1990s (hence the wp’s Sylvia Lim’s 
remarks in the wake of the Lees’ latest legal 
actions against the spp: “We’ve learned our 
lessons... and we know that because we are 
a party with very little money, we would 
like to steer clear of legal battles as far as 
possible because they could kill us”). 

The pap would not lose sleep over any 
folding of the spp, given that Lee Kuan Yew 


has linked it under Chee Soon Juan with 
“gutter politics,” believing that Mr. Chee is 
giving the opposition a “bad name.” How- 
ever, elements in Singapore’s more moder- 
ate opposition parties alienated by the spp’s 
approach might hope this scenario would 
lead to greater official acceptance of oppo- 
sition. Indeed, significant differences exist 
among oppositionists over how to approach 
their risky profession. The battle-scarred 
Mr. Jeyaretnam recently took a swipe at 
opposition MPs, whom he observed “are 
prepared to play their role quietly in the - 
system instead of trying to change it.” 

The percentage of the total vote secured 
by the PAP remains important to the pride 
of the government and the prime minister. 
However, in Singapore’s first-past-the-post 
voting system, it would require a massive 
swing in order to translate into substantial 
ruling party seat losses. There are issues 
that could generate disaffection with the 
PAP, but fully capitalizing on them requires 
resources and mobilization capacity not at 
the opposition’s disposal. | 

As for the future of parliamentary op- 
position, this is as much a question of its 
form as its extent. Ironically, total oblitera- 
tion of opposition MPS might give the PAP 
short-term satisfaction, but it could also 
hasten a re-evaluation of approaches to op- 
position by its rivals. After all, there would 
be little to show for decades of cautious op- 
position. It is possible that the currency of 
spp-style extraparliamentary strategies 
would be strengthened. Whatever this 
election result, the lesson of the last four 
decades of politics in Singapore is clear: A 
First World parliamentary opposition re- 
quires a First World civil society. = 


| Lion City Baits Mousy Opposition. ë W 





Reconstructing Nepal, on 
One Step at a Time 


by Deepak Thapa 





T WAS AN indication of 


times when Nepal’s low- 
er house of parliament 





most four years after it had been dissolved. 
Missing from the scene was the royal scep- 
ter that was customarily placed on the 

king’s seat behind the speaker’s chair as a 
-symbolic presence of the monarch during 
parliamentary proceedings. There could 
not have been a surer signal that King 
Gyanendra Bir Bikram Shah had been ex- 
cluded from this representative gathering 
of the sovereign Nepalese people. 

The sitting of the House of Representa- 
tives was the denouement of country-wide 
demonstrations that had begun on April 6. 
The date holds special significance for Ne- 
pal since it was on the same date in 1990 
that then King Birendra, the present king’s 
brother, had given in to another popular 
protest and ushered in multiparty demo- 
cratic politics. That an antimonarchy agita- 
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dramatically changed . 


convened on April 27, al- | 


tion had to be played out once again 16 years 
later attests to the murky and violent path 
the country had traversed since then. __ 
The political parties that came to pow- 
er after 1990 laid immediate waste to the 
public goodwill that the people’s move- 
ment had generated. Whether it was the 
perennial bickering within and among the 
parties, which saw governments formed 


and unraveled with regularity; the rise of 


unchecked corruption; or the blatant dis- 
regard for rule of law, public euphoria soon 
turned to cynicism and indifference. __ 
To add to the woes of the new polity, the 
underground Communist Party of Nepal 
(Maoist) launched a “people’s war” in 1996 
in an attempt to overthrow the state in fa- 
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vor of a republic modeled after a Maoist 
“new people’s democracy.” Successive gov- 
ernment responses to the rebellion focused 
on crushing it with force. This strategy ul- 
timately backfired since the indiscriminate 
crackdown by state forces only served to 
alienate a substantial number of people 
who were perforce drawn to the rebels’ 
promise of a golden future for Nepal. 

The Maoist message certainly resonated 
with the masses, since it targeted all sec- 
- tions of Nepal’s society in a way no one else 
had tried before. To the impoverished, the 
Maoists assured a more equitable redistri- 
bution of resources; to the marginalized 
groups, they assured representation in the 
state; to women, equal rights; and so on. As 
a result of the government’s inability either 
to decimate the rebellion or engage it on its 
own terms by introducing socioeconomic 
reforms, the insurgency rapidly expanded 
to cover all of the country. For the past few 
years, the state has more or less ceded con- 
trol of large swathes of the countryside to 
the rebels (80% is what the latter claim) 

_and confined itself to the urban areas and 
_ the district administrative centers. 

With the ascension of King Gyanendra 
to the throne following the June 2001 mas- 
= sacre ofhis brother’s entire family in an ep- 
__ isode reminiscent of Nepal’s bloody history 
of court intrigues, the political parties soon 
found themselves besieged from the right 
as well. The new king soon made it clear 
that he was not going to be confined to the 
constitutional role that his brother had 
quite easily slid in to after 1990. An oppor- 
tunity soon provided itself when the Mao- 
ists drew the Nepalese army into the war in 
November 2001. As the supreme command- 


er-in-chief of the army under provisions 
that had been left quite vague in the 1990 
Constitution, the army’s entry onto the na- 
tional stage immediately magnified the role 
of the king as well. Taking advantage of dis- 
sensions within the ruling party, the king 
is believed to have engineered the dissolu- 
tion of parliament in May 2002, and a few 
months later he dismissed the elected prime 
minister as well. 

After a period that saw a succession of 
nominated prime ministers serve at the 
king’s pleasure and which included a half- 
hearted attempt to reach an understand- 
ing with the Maoist rebels, on Feb. 1, 2005, — 
King Gyanendra took the reigns of power 
into his own hands. The king promised 
that the new cabinet to be formed under 
his chairmanship would “give utmost pri- 
ority to reactivating multiparty democra- 
cy in the country within three years, with 
the implementation of effective reforms by 
restoring peace and security.” , 

In effect, King Gyanendra had asked 
the people of Nepal to give him three years 
to restore both peace and democracy. Giv- 
en that he had the full backing of the army, 
the people did not actually have a choice— 
at least not initially. On the other hand, if 
the king had gambled on the international 
community going along with his decision 
simply because the alternative presented 
was a Maoist takeover, he found himself 
quite deluded. International condemna- 
tion was swift, and so was the suspension 
of military aid by India, the United States, 
and the United Kingdom to Nepal’s army, 
which had begun in 2001 to shore up its 
capability to hold off Maoist attacks. Thus, 
the king had intended to embolden the 
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army in its battle against the Maoists by 
taking charge of the country, but he in- 
stead ended up further weakening its 
fighting capacity. 

That the king was living in a time warp 
also became clear when he tried to repeat 
what his father had managed quite success- 
fully in the 1960s: play India against China 
to force the former to stay clear of direct 
involvement in Nepal’s affairs. That was 
nearly half a century ago, and the close eco- 
nomic and diplomatic links that the two 
Asian giants have forged in the meantime 
were too strong to be threatened by a pow- 
er grab from a king of Nepal. As a result, 
apart from noncommittal remarks about 
the issue being Nepal’s internal matter, 
China remained largely out of the picture. 

Within Nepal, political parties and civ- 
il society representatives were quick to 
-= condemn the king’s move, but the public at 
large was quite inured to the vicissitudes 
of Nepalese politics. It has to be said that 
the king was given the benefit of the doubt 
by some people who wanted an end both 
to the killings and the political instability. 
But whatever public support he had began 
to erode within days, especially after he 
brought.in as his deputies a couple of for- 
mer prime ministers who were seen as the 
-cronies of his father;who had overseen the 
destruction of an infant democracy and 
the molding of an authoritarian regime 
that had lasted until 1990. For all his stated 
objectives of strengthening democracy, it 
became patently clear that the king’s inter- 
est was quite far from it. As one commen- 

tator bluntly put it: “[King] Gyanendra’s 
excuse for his army-assisted takeover was 
to fight the insurgency, but the intent was 


to maintain himself as a corrupt all-pow- 
erful autocrat.” | 

The king’s tirade against the politicians 
during his takeover speech had also in- 
cluded the question of corruption. But then 
his own reputation is far from unblem- 
ished. As a prince he had built up a reputa- 
tion as a successful businessman, but his 
businesses included nationwide monopo- 
lies that were actually managed by his 
partners. Stories abound in Kathmandu 
about how he (and other royals) demanded 
kickbacks from large development projects 
executed in Nepal. 

A Kathmandu weekly alleged that un- 
der King Gyanendra’s watch, “a staggering 
50 billion rupees ($728 million) has been 
paid out from state coffers to fund pur- 
chases of royal limousines, organizing roy- 
al weddings, handing stashes of cash to 
loyal royals and large mysterious payoffs.” 
More to the point, the year after he came 
to the throne, the king forced a pliant 
prime minister to increase the palace bud- 
get six-fold and spend 20 million rupees 
($291,000) to add two bulletproof Jaguars 


to the royal garage already packed with 


fancy automobiles. What is troubling is- 
that this was done in the backdrop of an 
insurgency and gradual impoverishment 
of the countryside. Thus, on the same week 
that victims of a fire were sent back empty 
handed “because of ‘lack of budget’, a sum 
of 130.5 million rupees ($1.9 million) from 
a disaster relief budget line was trans- 
ferred...and then sent to the palace.” 

At the same time that this was happen- 
ing, the king was touring the countryside 
attending stage-managed events broadcast 
on government TV, listening to the “com- 


EJ FAR EASTERN ECONOMIC REVIEW c= May 2006 | 


The Maoist message resonated with the masses, 


and targeted all sections of Nepal’s society. 





mon folk” as they expressed their over- 
whelming desire for peace. A populace 
caught in the crossfire of the insurgency 

and counterinsurgency seemed only too 
| eager to reach out to what they could per- 
ceive as a genuine attempt by the king to 
understand their troubles, and do some- 
thing about it. Little were they aware that 
the images of the crowds that greeted King 
Gyanendra was being spun around to im- 
press upon the world at large that the mon- 
` archy enjoyed great popularity in the 
countryside and that the opposition—cen- 
tered around Kathmandu and other urban 
centers—represented a group that was out 
_ of touch with reality. 

But ultimately it proved to be the king 
who had not felt the people’s pulse. For a 
very large majority in Nepal still believe 
that King Gyanendra had a hand somehow 
in the 2001 massacre of his brother’s fam- 
ily—or, at the very least, are quite skeptical 
of the incident’s official explanation, which 
= blamed the insanely love-struck crown 
prince for the killings and his subsequent 
suicide. It has not helped either that as a 
prince, he was long suspected of looting 
the country’s artistic heritage and selling 
it in the West, or that he was believed to 
have vehemently opposed the 1990 com- 
promise with the political parties that rel- 
egated the all-powerful monarch to a 
` constitutional role. Perhaps an even great- 
er burden is his son—the present crown 
prince, Paras—arguably the most disliked 
individual in the country. 

The hate-chants against the king and 


his son and the calls to declare Nepal a re- 
public that rang out all over the country 
during the April demonstrations were are- 
flection of the public mood. So disenchant- 
ed had the people become with King 
Gyanendra that they vandalized the stat- 
ues of many of the Shah kings and even 
tore down the hoarding boards bearing 
the “wise quotations” of the king that had 
gone up all over Kathmandu only last year, 
But the motivating force driving the dem- 
onstrators was as much anger against the 
king as a desire for peace after a decade of 
a conflict which has seen over 13,000 dead, 
around a million displaced, an economy 
devastated and development work halt. 
Although the king had promised peace 
to justify his takeover, he had taken no def- _ 
inite steps to seek a durable solution to the 
Maoist issue. In fact he even refused con- 
sistently to identify the rebels by name, 
preferring to call them “those who have 
gone astray.” A failed attempt was report- 
edly made to divide the Maoist leadership 
as well as co-opt them at the expense of 
the political parties. On the military side, 
the army was left to continue its holding 
operations against the Maoists in a situa- 
tion of stalemate that experts have long 
recognized as something unlikely to 
change anytime soon. : 
Meanwhile, the political parties and . 
the civil society had continued with their 
seemingly futile protests against the king 
who'seemed quite unconcerned by the an- 
timonarchy slogans that had become the 
staple. Seven of the major political forces 
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were able to come together under what be- 
came known as the Seven Party Alliance 
(spa) in order to work together to restore 
democracy in the country. Things began 
moving in a different direction in mid- 
2005, when contact between the political 
parties and the Maoists accelerated. What 
had been until then a triangular contest 
pitting the king, the parties and the Mao- 
ists against each other soon became atwo- 
way struggle with the parties and the 
Maoists working towards creating a loose 
alliance. The latter was formalized in No- 
vember 2005 through an “understanding” 
brokered by Indian intermediaries which 
identified the king as the main obstacle to 
democracy and, ultimately, durable peace. 
But, most significantly, the Maoists com- 
mitted themselves to joining competitive 
politics, while the spa agreed to a long- 
standing demand of the Maoists that an 
election to a constituent assembly be held 
to write a new constitution. 

The idea of a constituent assembly has 
been the bottom-line condition for the 
Maoists giving up armed struggle since at 
least 2001. It had been not a possibility 
open for consideration either by the polit- 
ical parties, or by the palace, and, until 
forced to cooperate with the Maoists by 
the king’s takeover, the spa may never 
have accepted it by themselves. 

The Maoist-spa agreement provided a 
new momentum to the prospects for peace. 
Hailed domestically as the path to peace, 
there was pressure on the royal govern- 
ment to reciprocate the ceasefire called by 
the Maoists. But the king was in no mood 
to compromise, and the rebels went back 
to fighting. Soon after, the elusive party su- 
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premo, Prachanda, surfaced on various na- 
tional and international media to explain 
the Maoists’ change of heart. 

But there were doubts about whether 
the Maoists were genuinely ready to enter 
the mainstream. The most vocal critic of 
the SPA tie-up with the Maoists was U.S. 
Ambassador to Nepal James F. Moriarty. 
The latter went on his own media blitz, 
warning the spa not to be used as a tool 
by the Maoists in their ultimate goal of a 
takeover of the state. The U.S. ambassa- 
dor, however, was equally critical of the 
king and continually stressed the need for 
the monarch and the spa to work togeth- 
er. Despite such misgivings, the sPA and 
civil society leaders who had been in- 
volved in discussions with the Maoists 
expressed confidence that the Maoists 
were ready to give up arms in favor of 
multiparty politics. : 

In the midst of all this, on Feb. 8, the 
government went ahead and conducted 
elections for local bodies that had been 
nonexistent since 2002. The electoral cam- 
paign were marked by incidents of Maoist 
violence, and the whole process was boy- 
cotted by all the major political parties. 
The turnout of around 20% led foreign 
countries to question the legitimacy of the 
vote, with the U.S. State Department even 
calling it a “hollow attempt to legitimize 
his [the king’s| power.” 

» Thus the stage was set for what the spa 
had promised would be a final showdown 
with the king: a four-day national strike be- 
ginning on April 6. The Maoists declared 
that they would support the peaceful spa 
agitation and declared it would not indulge 
in armed action in Kathmandu during the 
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party protests. No one had foreseen what 
happened over the next 19 days. 

What began tamely enough as another 
round of political protests in Kathmandu 
and a few other places quickly assumed di- 
mensions of a nationwide agitation. Hun- 
dreds of thousands of people took part in 
the demonstrations and for the first time 
even defied the curfews imposed by a gov- 
ernment which used the bogey of Maoist 
infiltration to clamp down heavily on the 
protests, But the strong response from the 
state, which included firing on unarmed 
demonstrators, did not deter the move- 
ment, and it grew stronger and wider day 
by day. The crowds were unstoppable ev- 
erywhere in Nepal. Soon they were joined 
by groups representing every sector of so- 
ciety: lawyers, teachers, doctors, athletes, 
marginalized groups, families of security 
` personnel, and, finally, even government 
employees. People walked hours to take 

_ part in the demonstrations, and each 
~ crackdown seemed to spawn an even larg- 
+ er response from the protestors. 

The demonstrations were slowly turn- 
ing into what many had feared: frenzied 
crowds driven by anger against the king 
would make a run for the palace, and ei- 
ther thousands would be felled by army 
bullets or the king would flee the country, 
leaving behind a political vacuum and per- 
haps anarchy. Fortunately, the gravity of 
the situation forced India to send an emis- 
sary to lean on the king to make conces- 
sions. What King. Gyanendra offered on 
April 21 was to ask the spa to name their 
nominee for prime minister. Yet again the 
king had missed the target. Although the 
spa leadership came under pressure from 
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foreign ambassadors to take up the king’s 
offer to end the crisis, the sentiment on the 
streets was different. 

The people had come out for peace, and 
they believed that peace was possible only 
if the Maoists were accommodated. This 
itself could happen only if there were elec- 
tions to a constituent assembly, which was 
also the stated goal of the spa. The spa 
sensed the public mood and rejected the 
king’s offer, declaring that the movement 
would continue. The people on the streets 
took the king’s offer as yet another attempt ` 
by him to hoodwink the nation and grew 
more ferocious in their denunciation of the 
king. Three days later, the king reinstated - 
the parliament, in a humiliating admission 
that people power had won. 

The fears that King Gyanendra would 
cling on to power somehow even if it 
meant mowing down waves of protestors 
on the streets of Kathmandu proved, for- 
tunately, to be largely unfounded. Lacking 
any international legitimacy, the king 
must have been well aware of the cost he 
would have to bear for any such action. 
But more importantly, reports suggest 
that the army was not willing to face a 
showdown withthe people and forced the 
king’s hand in meeting the spa’s demands. 
The top brass must also have been acutely 
aware that should the situation deterio- 
rate further it would be only a matter of 
time before the Maoists would try to make 
their move within the capital, their under- 
standing with the spa notwithstanding, 
and guerilla war on home territory would 
surely be something the generals would 
want to avert. 

The Maoists warned the spa to reject 
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the king’s offer yet again and even an- 
nounced a blockade of Kathmandu as a 
pressure tactic. But after the parties met 
and unanimously chose 84-year-old Girija 
Prasad Koirala, a three-time prime minis- 
ter and the nominal head of the spa, and 
further committed themselves to the un- 
derstanding with the Maoists and elec- 
tions to a constituent assembly, the rebels 
reciprocated and called off the blockade 
and declared a three-month ceasefire even 
as they warned that pre-conditions could 
be placed on the constituent assembly. 
Four years and 10 days after it had been 
closed at the end of the 2002 winter ses- 
sion, the House of Representatives met on 
April 28 to great expectations and vocal 
pressure from various groups outside par- 
liament building that the members an- 
nounce elections to a constituent assembly. 
The last time the house had met, its main 
order of business had been the extension 
of a state of emergency to fight the Maoist 
insurgency. This time, Prime Minister- 
designate Koirala’s proposal that “this 
meeting of the House of Representatives 
vows and decides to hold constituent as- 
sembly elections to draft a new constitu- 
tion” was tabled to wide acclaim. 

There is widespread optimism that this 
time around the peace will not fritter away 
as it has in the past. Among the major hur- 
dles will be the disbanding of the Maoist 
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army. Although it may be too soon to look 
that far ahead, it will certainly have to in- 
volve some sort of international supervi- 
sion as will perhaps the constituent 
assembly elections as well. That the army 
chief declared himself open to the idea of 
the two forces amalgamating is yet anoth- 
er positive sign. The question of the mon- 
archy remains open and so does it potential 
for mischief. The spa constituents have all 
declared that the question of making Ne- 
pal a republic can be left to the constituent 
assembly to decide. Even if that that body 
should decide to retain the monarchy, it 
will certainly be a purely ceremonial one. 

Everyone recognizes the difficult days 
ahead on the road to a constituent assembly. 
The Maoists’ objective has been a revolu- 
tionary overhaul of the country’s “semifeu- 
dal” social and economic fabric. The 
constituent assembly provides an avenue 
for all the political forces to work together 
to make that happen peacefully—especially 
since the SPA, too, has committed itself to 
“restructuring the state” and creating “an 
inclusive democratic polity.” There are 
many groups that have been historically 
sidelined by the country’s dominant minor- 
ity and, having been rejected by the 1990 
constitution, will now seek statutory recog- 
nition in various forms. The challenge will 
be to manage that transition to the satisfac- 
tion of everyone. i tl 
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Helping Congress to 
Understand China 


by Mark Kirk and Rick Larsen 





AST MONTH’S HISTORIC 
visit by Hu Jintao to the 
United States was an im- 
portant milestone in the 
normalization of the 
Sino-U.S. relationship. The United States 
government is realizing that it can no lon- 
ger view its diplomatic relationships 
through a Eurocentric prism and recog- 
nizing that over the last 20 years the cen- 
ter of the global economy has shifted east. 
Both nations are looking across the Pacific 
and want to increase engagement at mul- 
tiple levels. As two members of the House 
of Representatives concerned about the 
future of this relationship, we introduced 
the U.S.-China Engagement Act in the 
wake of the Hu visit. This historic legisla- 
tion will allow the U.S. to competitively 
engage China on commercial and diplo- 
matic levels. 

However, the rising economic profile of 
China is also creating tensions among the 
American population and in corners of our 





government. China is acutely aware of the 
actions and statements of members of Con- 
gress, just as Congress pays attention to 
China’s actions. However, not enough has 
been done to allow Congress to become a 
more constructive player in the relation- 
ship. For these reasons we decided to create 
a nonpartisan forum in Congress where 
members of the House of Representatives 
can learn about and discuss China away 
from the cameras on the House floor. Ad- 
ditionally we wanted to foster a diplomatic 
pathway between members of Congress 
and the Chinese government. As such, the 
bipartisan U.S.-China Working Group (us- 
CWG) was founded in July 2005. 

The U.S.-China Working Group is 
helping to modernize the Sino.-China re- 
lationship to address the needs and op- 
portunities of the 21st century and has 
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helped tone down the rhetoric in Con- 
gress. It is comprised of 40 members who 
come from both parties, belong to various 
committees and approach the U.S.-China 
relationship in varying ways. As a group, 
we all share a strong desire to learn more 
about China and the changes occurring 
there, to engage the Chinese directly so 
we can get answers to our questions, and 
to tap in to Chinese government, military, 
academic and business arenas to explore 
the issues affecting the relationship. It is 
our hope that this work will create a more 
sophisticated understanding of China and 
will, in the long term, stabilize the U.S.- 
China relationship. 

Since its inception the uscwe has built 
a reputation as one of the central sources 
of China knowledge and expertise in Con- 
gress. For this reason the two of us were 
given the opportunity to engage in a pri- 
vate meeting with President Hu on the is- 
sues of most concern to the U.S. Congress. 
These are the primary issues that were 
discussed in the meeting: 

* Trade and the Economy The issue 
generating the most heat in Congress is 
‘the trade imbalance. While total American 
trade with China has increased signifi- 
cantly in the last 20 years, the deficit has 
climbed to $202 billion last year from $5 
billion in 1980. Both Congress and the ad- 
ministration blame the imbalance on Chi- 
na’s unwillingness to revalue the yuan. 

As American manufacturing industry 
suffered and the frustration of workers dis- 
placed by foreign jobs mounted on Capitol 
Hill, legislators in the Senate and the House 
came forward with proposals to sanction 
China for its currency manipulation. The 


best-known legislation, the “Graham- 
Schumer” bill, would slap a 27.5% tariff on 
all Chinese imports unless the government 
allows the yuan to float on the world mar- 
ket. While this legislation would create un- 
told problems for American exporters, the 
legislation’s viability sent shock waves 
through the Chinese government and illus- 
trated the powerful effect that domestic 
U.S. concerns could have on the Chinese 
and U.S. economies. 

China felt that impact and reacted in 
July 2005 by announcing their intent to 
float their currency against a basket of 
currencies rather than the dollar. Earlier 
this year, Senators Lindsay Graham and 
Charles Schumer made a significant trip 
to Beijing to press their case on the cur- 
rency issue. During the visit the senators 
were able to gain assurances from the 
Chinese that they were going to take steps 
allowing the market to control the yuan. 
However, whether or not the bill is pushed 
on the Senate floor depends on how far 
those steps go. 

While the currency issue raises the most 
hackles in Congress, of all the issues influ- 
encing the U.S.-China trade relationship 
the one with the largest impact on the 
American business community is intellec- 
tual property rights GPR). Members of Con- 
gress consistently hear from constituents 
about IPR violations that occur in China. It 
is encouraging to see that the Chinese are 
beginning to realize that strong IPR protec- 
tion is their problem as well. A state like 
China that strives to become a place of in- 
novation and invention has to be able to 
protect its inventors. 

Strong IPR protection depends on local 
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and provincial enforcement of IPR laws. 
China has shown that it is currently un- 
able to enforce the laws on its own books. 
However, U.S. persistence has heightened 
awareness and created some movement 
on the issue. For example, at last month’s 
Joint Commission on Commerce and 
Trade summit, China finalized an agree- 
ment that would require the pre-loading 
of legal operating system software on all 
computers produced or imported into 
China. While this is an important step, 
there is still a long way to go. 

A practical trade element of the U.S. 
China Engagement Act calls for additional 
trade offices in China to aid help small- and 
medium-sized American businesses to ex- 
port their goods to the Chinese market. The 
United States cannot entirely wait for Chi- 
na to adjust their policies to suit our inter- 
ests. We have to be proactive in helping our 
businesses compete. 

æ Military China’s rapid military 
growth and the lack of transparency that 
has accompanied it has fostered a new 
wave of concern in the administration, 
and has allowed some in Congress to view 
China as a future Cold War enemy. The 
greatest threat to the growing diplomatic 
relationship between the U.S. and China 
is China’s military modernization and the 
lack of transparency or clear motive be- 
hind the growth. It is against the inter- 
ests of both China and the U.S. for the 
Chinese to develop a military that ex- 
ceeds the scope of the Asia-Pacific region 
or directly threatens the United States. 
China is not a current military threat to 
the United States. However, for the U.S. 
and the rest of the world to feel confident 


in a peaceful China, the P.R.C. has to be 
clear about its military intentions. 

As the U.S.-China relationship develops, 
and cooperation increases, both nations 
cannot afford to ignore opportunities to in- 
crease military-to-military cooperation in 


areas such as counterterrorism and non- | 


proliferation. Additionally, safeguards must 
be put in place in this new relationship that 
will prevent future catastrophes. 

When we sat down with Mr. Hu at Blair 
House, one of the most important issues we 
discussed was the possibility of establish- 


ing a defense communication link between 


our two nations. This simple move would 


allow quick and direct communication be- 
tween the two sides in case of future global 
tensions. Pushing for this line of communi- 
cation between our two militaries should 
be one of the most achievable diplomatic 
goals if we keep pushing for it. This cannot 
be accomplished through legislation, the 
Chinese just have to agree, and the pressure 
needs to stay on. 

Building this strong relationship for the 
2ist century will necessitate the need for 
increased military-to-military exchanges. 


Last September, Admiral William J. Fallon,’ 


the commander of Pacific Command, called 
for greater U.S.-China military coopera- 
tion. The U.S. Congress needs to support 
these efforts, particularly those that en- 
courage transparency by creating relation- 
ships at the junior, middle and senior levels 
of our military leaders 

& Energy With millions of cars on the 
roads and many factories running through 
the night, China is clamoring for new 
sources of energy—no matter where the 
source comes from and what effects the 
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source has on the environment. After Pres- 
ident Hu left the United States, his next 
stop was Saudi Arabia. It can be difficult 
for Americans to grasp the breadth and 
scope of economic evolution that brought 
China to its current state, and the energy 
needs that its growth creates. 

China now produces more steel than the 
United States. It consumes twice the grain 
of the United States. The country has al- 
ready built a highway system twice the size 
of Germany and France and has more work 
to do. Demographically, between 1981 and 
2001 more than 400 million people in Chi- 
na fell off the poverty rolls. And with rising 
incomes comes rising purchasing power 
and the desire to buy new energy consum- 
ing goods and build energy consuming 
buildings and roads. 

China’s massive energy needs have mo- 
tivated the country to secure ownership of 
global energy supplies. In response, a frus- 
tr ated Congress, facing rising domestic gas 


E prices, launched a rhetorical and legislative 
- firestorm when one of China’s largest oil 


companies, Cnooc, announced its intention 
to purchase Unocal, a U.S. oil company. 
Floor debate regarding the Cnooc purchase 
was unfocused and damaging. Instead of 
tackling the legitimate issue of China’s 
flawed plan to shore up global energy re- 
sources for its own use, Congress threw the 


debate out of the economic arena and into 


_ the security realm. 


As China has searched the globe for oil 
to fuel its economy, it has fallen into the 
arms of some of the world’s most volatile 
petroleum-producing nations. China’s 
close economic and diplomatic ties with 
Iran and the Sudan have raised tremen- 


dous concern with the administration and 
in Congress. While these concerns are le- 
gitimate, there is little the U.S. can do to 
sever those relationships. We can, how- 
ever, work to find areas of cooperation to 
reduce oil dependence and pollution. In 
this regard, the U.S. and China share a 
common interest—a quest for environ- 
ment-friendly renewable sources of ener- 
gy. Finding these energy sources will also 
reduce the risk of future conflict over lim- 
ited natural resources. 

# Language There are currently 110 
million Chinese who are learning English 
compared with roughly 50,000 Americans 
studying Chinese. The central feature of 
the U.S. China Engagement Act authorizes 
federal grants that will help local educa- 
tional institutions around the U.S. expand 
opportunities for all of our students kin- 
dergarten through high school. Americans 
will have a greater ability to understand 
and listen to our Chinese counterparts if 
we speak their language. The demand for 
cultural comprehension will only be en- 
hanced when our two cultures are on the 
same page linguistically. 

æ Diplomacy Both Congress and the 
Bush administration are focused on im- 
proving relations through diplomatic 
means. The U.S. China Engagement Act 
seeks to establish additional diplomatic 
posts in the P.R.C., expand public diploma- 
cy and increase funding to the Asia Pacific 
Economic Cooperation. As co-chairs of the 
U.S. China Working Group, we see the 
growth of our diplomatic presence in China 
as a means to ensure that the United States 
has a productive and secure relationship 
with the P.R.C. in the future. L1 


FAR EASTERN ECONOMIC REVIEW c= May 2006 





The Offshoring 


Of Innovation 


by Dieter Ernst 





SIA’S RISE AS an impor- 
tant location for innova- 
tion offshoring signals a 
profound shift in the 
center of gravity in the 





global economy. The main drivers of this 
change are global—mainly U.S. corpora- 
tions—who are increasing their overseas 
investment in research and development, 
while seeking to integrate geographically 
dispersed innovation clusters into global 
networks of production, engineering, de- 
velopment and research. But Asian gov- 
ernments and companies are playing an 
increasingly active role as promoters and 
new sources of innovation. 

In fact, innovation offshoring owes 
much to the region’s success as the prima- 
ry “global factory” in industries as diverse 
as textiles, footwear, agro-industries, elec- 
tronics, steel, cars, machine tools, soft- 
ware and information technology-enabled 
business services. Integration into global 
production networks show the catalytic 
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role that linkages with foreign firms can 
play for industrial development. Such in- 
tegration enabled Asian firms to access the 
world’s leading markets, technology, and 
management techniques, helping to com- 
pensate for the initially small size of their 


domestic markets. This has created new ._ 







pressures and incentives for Asian suppli- a 
ers to upgrade their capabilities and the 
skills of their workers. | 

Aggressive support policies by Asian 
governments enabled local firms to take 
advantage of these opportunities. The re- 
sult is one of the most impressive success 
stories of economic development. At the 
start of the 21st century, the region’s rate 
of growth in apr, trade and inward foreign _ 
direct investment has surpassed even the — 
impressive pace it achieved during the 
1980s and 1990s, and Asia also has become 
an increasingly sophisticated market for 
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goods and services. 

China is at the center of Asia’s acceler- 
ated rise in the global economy. The Inter- 
national Monetary Fund (IMF) estimates 
for 2006 suggest that China will overtake 
the United Kingdom to become the fourth 
largest economy at market prices. When 
differing price levels between countries 
are taken into account, China is already 
ranked second, in terms of its GDP at pur- 
chasing power parity prices. Based on its 
swelling trade surplus, China is projected 
to accumulate more than $1 trillion in for- 
eign exchange, a total that would surpass 
Japan’s projected reserves. Skeptics point 
out that China’s share of global cpp in 
_ 2005 stood at 4.9%, while China’s exports 
` accounted for 7.3% of global exports. They 
conclude that “China is still a tiny cog in 
the global wheel.” However, the fallacy of 
using such aggregate data becomes evi- 
dent when one looks at specific sectors. 

No other industry reflects Asia’s rise as 
well as the electronics industry. Today, 
Asia’s five leading exporting countries 
(China, South Korea, Taiwan, Singapore 
and Malaysia) account for more than one- 
fourth of world electronics manufacturing 
output. These five countries occupy lead- 
ing positions in the global market for digi- 
tal consumer electronics, computers, and 
mobile devices as well as for high-preci- 
sion components. In the semiconductor in- 
dustry, for instance, roughly 70% of output 
is now based in Asia. India, which has es- 
tablished itself as a global export base for 
software and 1T-enabled business services, 
is now emerging as the next frontier for 
offshore manufacturing in sectors as di- 
verse as auto parts and pharmaceuticals. 


This process has culminated in China’s 
emergence as the dominant “global facto- 
ry” location. Since 2004, China is the 
world’s largest exporter of electronic prod- 
ucts, surpassing the U.S.—a dramatic in- 
crease from its position as number ten in 
2000. Particularly noteworthy is China’s 
rapid improvement of its export portfolio— 
digital consumer electronics and mobile 
telecommunications equipment have in- 
creased relative to appliances and pcs, and 
electronic components have become its 
second biggest electronics export item. 

Additionally, China’s emergence as the 
second largest electronics importer (up 
from seventh in 2000), indicates the grow- 
ing importance of Asia’s increasingly so- 
phisticated markets for communications, 
computing and digital consumer equip- 
ment, and for the electronic components 
(especially semiconductors) required by 
Asia’s global electronics factories. 

China is the world’s largest market for 
telecommunications equipment (wired 
and wireless), as well as a test bed for ad- 
vanced third generation wireless commu- 
nication systems. China is also one of the 
most demanding markets for computing 
and digital equipment for consumers. 


Upgrading Through 
Technology Diversification 


ASIA’S ROLE AS the “global factory” will 
continue to spur economic growth and ca- 
pability development. However, both the 
1997 Asian financial crisis and the down- 
turn in the global electronics industry in 
2000 have brutally exposed the downside 
of that model: A country becomes more 
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vulnerable when it has a high share of 


electronics in its exports, when it is highly 
integrated into global production net- 
works, and when the country depends on 
exports to the U.S. In addition, there are 
decreasing returns to the “global factory” 
model. As the capital intensity of such in- 
vestment increases, it generates less new 
employment, and spillovers to local suppli- 
ers decline as global contract manufactur- 
ers—like Flextronics—provide integrated 
manufacturing services, increasing their 
share of global factory production. 

In addition, much of the “global facto- 
ry” investment has remained “footloose”, 
leading to plant closures in established lo- 
cations and relocation to new lower-cost 
locations. Furthermore, Asian firms heav- 
ily rely on U.S., Japanese and European 
firms as the dominant sources of new tech- 
nology. This reflects the heavy concentra- 
tion—much of it centered on the U.S.—of 
R&D, innovative capabilities and intellec- 
tual property rights (PR). For Asian firms, 
this has resulted in razor-thin profit mar- 
gins due to the hefty licensing fees charged 
by the global brand firms. 

Across the region, a broad consensus 
has emerged that Asia’s electronics indus- 
try needs to upgrade to higher value-add- 
ed and technologically more demanding 
| products, services and production stages, 
and that this requires the development of 
strong innovative capabilities. To achieve 
this goal, Asian governments and leading 
electronics and software companies are 
seeking to develop the skills, knowledge 
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Asian firms are not focusing on “technology 
leadership” but on “technology diversification.” 






and management techniques needed to 
create and commercialize new products, 
services, and business models. 

In their efforts to achieve this edge in 
innovation, many Asian countries and 
firms have pragmatically focused not on 
“technology leadership” but on “technol- 
ogy diversification.” Asian firms are not at- 
tempting to compete head-on with global 
technology leaders but rather to expand 
their technology bases by drawing on oth- 
er countries’ component and process 
technologies. This enables Asian firms to 
build on their existing strengths in manu- 
facturing and prototype development. 
Most importantly, technology diversificar 
tion allows Asian firms to use their accu- 
mulated capabilities to assimilate and 
improve upon foreign technologies, which 
arguably has stimulated the region’s suc- 
cess in attracting innovation offshoring. | 

The results of these efforts are impres- 
sive. Some Asian governments and leading 
electronics and software companies have 
made substantial investments in IT infra- 
structure (especially for broadband com- 
munication), and R&D programs. South 
Korea, Singapore, Hong Kong and Taiwan 
lead the world in broadband access and 
speed. Regions in China and India are at- 
tracting innovation offshoring are rapidly 
catching up. In addition, gross domestic 
expenditures on R&D have substantially 
increased in Asia’s five leading electron- 
ics-exporting countries, with China and 
Singapore experiencing the fastest rise. 

New innovation clusters have emerged 
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for broadband technology and applications 
in South Korea and Singapore; for mobile 
communications and digital consumer de- 
vices in Korea, Taiwan and China; and for 
software engineering and embedded soft- 
ware development in India. 

A particularly intriguing example is 
the efforts by some Asian governments 
and leading companies to support research 
programs. In Korean telecommunications, 
for examples, four leading players (Sam- 
sung, SK Telecom, KT, and LG) are all at- 
tempting to become major developers of 
complex technology systems, especially in 
mobile communications. These efforts 
build on capabilities accumulated in public 
research labs (like the Electronics and 
Telecommunications Research Institute, 
ETRI), as well as in R&D labs of the chae- 
bol, to develop complex technologies like 
communication systems that are based on 
the code-division multiple access, or CDMA, 
standard developed by U.S telecoms firm 
Qualcomm. 

Another important example is China’s 
attempt to develop an alternative third 
generation (3G) digital wireless standard, 
called TD-SCDMA (time-division synchro- 
nous code-division multiple access). The 
TD-SCDMA standard was developed by 
Datang Telecom, a Chinese state-owned 
enterprise, and the Research Institute of 
the Ministry of Information Industry, with 
technical assistance from Siemens. To ac- 
celerate the implementation of this strat- 
egy, Datang has formed joint ventures with 
global industry leaders that are all involve 
with R&D in China: Nokia, Texas Instru- 
ments, LG group, and Philips. It has also 
formed a licensing agreement with stmi- 
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croelectronics that will provide the Chi- 
nese company with access to critical design 
building blocks. Such linkages illustrate 
the important role that such programs can 
play in attracting innovation offshoring. 


Skills and Capabilities 


ASIA’S GREATEST ATTRACTION for innova- 
tion offshoring, however, results from im- 
pressive improvements in the region’s talent 
pool. Building on existing strengths in vol- 
ume manufacturing, Asian firms have de- 
veloped a broad range of specialized skills 
covering quality control and the manage- 
ment of resources, supply chains and cus- 
tomer relations. Asian firms have moved up 
into product development and increasingly 
into system and integrated circuit design. 

One reason for this is the success of 
Asia’s leading electronics-exporting coun- 
tries in expanding their higher educations 
systems. For instance, China now gradu- 
ates almost four times as many engineers 
as the U.S., and South Korea—with a popu- 
lation one-sixth that of the U.S.—gradu- 
ates nearly the same number of engineers 
as the U.S. Between 1995 and 2003, first 
year entrants in science and engineering 
doctorate programs in China increased 
six-fold, from 8,139 to 48,740. By 2010, 
China is expected to produce more doctor- 
ates in these fields than the U.S. 

Such rapid expansion will undoubtedly 
come at the cost of a declining quality of 
graduate education, at least outside a 
handful of elite universities. A recent 
McKinsey report shows that, if all nega- 
tive factors are factored in, only 25 % of 
India’s engineering graduates are suitable 
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for work at global corporations, while the 
current share in China is only 10%. But 
there are signs that the quality problem is 
being addressed aggressively. 

Highly skilled knowledge workers are 
much cheaper in Asia (outside of Japan) 
than in the U.S. For instance, the cost of 
employing a chip design engineer in Asia 
is typically between 10% and 20% of the 
cost in Silicon Valley. Given these factors, 
it is not surprising that the share of Asia in 
overseas R&D by U.S. firms has almost 
quadrupled, from 3% of a total of $12 bil- 
lion in 1994 to close to 12% of $20 billion 
in 2002. A recent survey (by United Na- 
tions Conference on Trade and Develop- 
ment) of the world’s largest R&D spenders 
shows that, by 2004, China has become 
the third most important offshore R&D lo- 
cation (after the U.S. and the UK), fol- 
lowed by India (sixth place) and Singapore 
(ninth place). The same survey projects 
that the pace of R&D internationalization 
will accelerate as companies expand their 
reliance on R&D internationalization. 

An important new development is that 
smaller U.S. high-tech companies, and 
even start-ups, are also now facing consid- 
erable pressures to engage early on in in- 
novation offshoring. In fact, venture 
capitalists in Silicon Valley now require 
start-ups to present an “offshore outsourc- 
ing” plan, as a precondition for receiving 
the next round of funding. Emblematic for 
the increasingly fine-grained division of la- 
bor in innovation offshoring are “offshor- 
ing brokers” who are also influencing 
start-ups development in Silicon Valley. A 
typical example is a company based in San- 
ta Clara, California, and Ahmedabad, India. 
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It was founded by an Indian design engi- 
neer with a distinguished track record in 
leading U.S. semiconductor firms. The com- 
pany was established specifically to work 
as an offshoring broker to help U.S. semi- 
conductor firms run R&D teams in India. 


Three Challenges 


INNOVATION OFFSHORING IS driven by 
profound changes in corporate innovation 
management as well as the globalization 
of markets for technology and knowledge 
workers. It is thus likely to accelerate. U.S. 
companies are at the forefront of these de- 
velopments. They are expanding their 
overseas investment in R&D and seek to 
integrate Asia’s new innovation clusters 
into global networks of production, engi- 
neering, development and research. 

To benefit from innovation offshoring, 
Asian governments now need to address 
three interrelated challenges. To expand 
innovation offshoring, Asian governments 
need to attract R&D investments by global 
firms. They also need to enable Asian firms 
to develop their own innovative capabili- 
ties. Finally, Asian governments need to 
reduce the developmental opportunity 
costs of policies to promote innovation off- 
shoring. For instance, large investments 
are required to create specialized infra- 
structure for R&D clusters in Asia’s top- 
tier cities, which will reduce resources 
available for improving social infrastruc- 
ture. Most debates have focused on the 
first policy challenge. But if Asia fails to 
meet the other two challenges, it is unlike- 
ly to reap sustainable benefits from inno- 
vation offshoring. ii 
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India’s Adolescent 
Software Industry 


by K.G. Radhakrishnan 





HE SOFTWARE industry 
is the darling of India. 
The government has re- 
solved to make the coun- 
try a global information 
-technology superpower and a paragon of 
the information age. Meanwhile, many 
commentators in both India and the West 
believe that the country’s software sector 
has come of age, and that India is on the 
cusp of pre-eminence in this industry. 
However, a deeper examination of the 
sector, vis-a-vis the patterns and practices 





that are prevalent in 1T-advanced coun- 
tries, reveals the lack of India’s rT maturity. 
The present state of production unduly fo- 
cuses on low-end services and export ori- 
entation at the expense of indigenous 
growth. Not enough attention is given to 
research and development, marketing, 
computer density, or IT diffusion, and in- 
frastructural limitations impede growth. 
There is still a long way to go before the 
Indian software sector can attain “matu- 


rity.” Strategic initiatives aimed at develop- 
ing the industry should keep this in view. 
The industry’s pace of growth contrib- 
utes to the misperception of maturity. Soft- 
ware production in the country registered 
a growth rate of 57% during the period 
1988-2000. Since 2000 there has been a 
drop in the rate of growth, mainly due to 
recession in the U.S. market, which is the 
major destination for India’s software. But 
the growth rate has never dipped below 
20%. During the 1990s, the rate was almost 
twice that of the U.S. software sector. 
Operationally, Indian rr companies are 
also becoming more and more global, giv- 
ing birth to Indian multinational corpora- 
tions who are opening offices, merging 
and acquiring companies overseas, and 
listing on Nasdaq and the New York Stock 
Exchange. By 2004 there were more than 
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800,000 personnel employed in iT soft- 
ware and services in India, which consti- 
tutes the world’s second-largest IT 
workforce. 


Coding for the Majors 


A LOOK INTO the structure and state of In- 
dia’s software production reveals a very 
different story from the glamorous high- 
tech hype. In fact, the service component, 
rather than creation of new products, 
dominates the sector, constituting 80% of 
it in 2004-05. India is a software-services 
center, not an IT powerhouse. 

Even within the service segment, more- 
over, significant advances are nowhere to 
be seen. All along, the low-end activity of 
custom software development has main- 
tained its predominance. The high-end ar- 
eas of turnkey projects and consultancy 
services are still lagging far behind. This 
is due to Indian firms’ fixation on low- 
skilled and labor-intensive functions such 
as coding. Most of them get tasked with 
subcontracting for companies abroad. 

It is in software exports that this domi- 
nance of services has critically manifested. 
Evidently, the country’s branded products 
have not progressed enough to be visible in 
foreign markets. Quality and credibility de- 
cides demand for any brand, and Indian 
products are significantly behind on these 
fronts compared to their counterparts in 
1r-advanced countries like the United 
States and European nations. Major por- 
tions of India’s software services have been 
rendered onsite overseas—this is the so- 
called “manpower export,” otherwise 
known as “bodyshopping.” Such manpower 


exports make it impossible to build up in- 
digenous expertise, and it has the effect of 
“islanding” or “enclaving” the software 
sector within the national economy. We 
must not forget the attempts of a few enter- 
prises to export high-end services and 
packages, but these do not constitute any 
trend of the industry. 

The current trends in Indian IT are in 
sharp contrast to the norm of branded soft- 
ware in the international market. Custom 
software belongs to the past, whereas prod- 
ucts and packages belong to the present and 
future. Progress in the production of soft- 
ware packages is currently the determinant 
of a nation’s maturity in software develop- 
ment. As it is, foreign software products 
continue to control the indigenous market 
in India. 

The spur for the growth of India’s soft- 
ware export has been outsourcing. It was 
the internationalization of software ser- 
vices that launched the industry in India. 
Global software majors, especially Ameri- 
can ones, are increasingly specializing in 
higher professional services such as appli- 
cation solutions, software consultancy and 
developing R&D. The lower end—support 
services, maintenance, data feeding, cod- 
ing, etc.—is catered to by low-wage coun- 
tries like India. 

However, when developed countries 
outsource their IT requirements, the skill- 
intensive stages such as specification and 
design remain untransmitted. Only labor- 
intensive stages devoid of creativity—like 
coding—get shifted to countries like India. 
While the cost per hour for offshore work 
is in the range of $25 to $35, for on-site de- 
velopment it is $75 to $100. When the an- 
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nual salary levels in Indian IT companies 
ranged between $1,500 to $5,000, the cor- 
responding earnings in the U.S. were 
$18,000 to $25,000, and in Europe $20,000 
to $35,000. 

This cost differential is the reason why 
two out of every five global giants out- 
source their software requirements to In- 
dia. Thus, India has emerged as a major 
source for IT outsourcing primarily be- 
cause of its developing-economy condi- 
tions—particularly the availability of 
manpower—and not because of any prow- 
ess in the higher echelons of the industry. 

Another unhealthy feature emanating 
from Indian It’s export orientation is the 
software sector’s detachment within the 
national economy. Without adequate sup- 
port from primitive domestic industries 
such as hardware and telecoms, India’s IT 
growth cannot create linkages and knowl- 
edge spillovers with the rest of the econo- 
my, as happens in 1T-advanced, Western 
countries. An analysis of software firms 
indicated that net value added to sales is 
quite high in the industry, in the range of 
27% to 48%, evidencing the lack of any ef- 
fective linkage with rest of the economy. 


Engineering Weakness 


SOFTWARE IS A peculiar industry where 
economies of scale and a lack of entry bar- 
riers can coexist. Nevertheless, to become 
a player in the global software market, le- 
veraging scale to create branded products 
is crucia]. Even when software production 
is focused more on services rather than 
products, as in India, economies of scale 
matter. Unfortunately, the software sector 
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in India has grown under conditions of 
fragmentation rather than consolidation. 
There is neither size nor specialization in 
the Indian software sector, but lack of 
standards, lack of software engineering 
tools, and lack of quality prevail. As a re- 
sult, there is low entrepreneurial initiative 
to invest in technological inputs that 
would improve the quality of products. 

Observers have perceived that the In- 
dian software industry’s high profit mar- 
gin on sales, as well as its rate of return on 
capital, are indicators of the overall effi- 
ciency and competitiveness of its software 
firms. However, these successes have more 
to do with the production structure of the 
industry than its technical efficiency. 

After all, what is the major portion of 
software activity in the country? It is the 
low-end, low-return areas of custom ser- 
vices, and not branded products. These 
higher profits are substantially attribut- 
able to the cost advantages of India’s labor 
force, which, in the industry’s production 
structure, occupies a predominant chunk 
of the cost breakdown. 

People within the industry flaunt the 
quality achievements of software units in 
India. In support, it is argued that the In- 
dian software enterprises were amongst 
the earliest adopters of the International 
Standards Organization (Iso) model. Jubi- 
lation reached a new high in 2003 when 60 
out of the world’s 80 CMM Level 5 soft- 
ware centers, as well as all five of the 
world’s PCMM Level 5 organizations, 
were located in India. 

However, while this is cited as proof of 
quality improvements across the industry, 
these attainments are limited to the lead- 
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ing units of the industry. In terms of total 
operational units, these represent not even 
1%. Moreover, these quality achievements 
have happened only in software processes 
and not on the product front. No wonder 
that Indian software brands have not tak- 
en off abroad. 

So what is the root of Indian software 
brands’ weakness? It is related to the lack 
of engineering expertise. Engineering 
goes a long way to decide a product’s suc- 
cess or failure. 

As the software industry is knowledge- 
intensive, the role of R&D is crucial. But in 
India, R&D spending in the software in- 
dustry by 2000 was hardly 3.5%, according 
to India’s National Association of Software 
and Service Companies. There are R&D ef- 
forts by leading companies such as TCs, In- 
fosys, and Wipro, but they are miniscule 
compared to corporate R&D outlays in IT- 
developed countries such as the U.S. 

For instance, the R&D outlay for com- 
panies like Adobe Systems, Novell, SAP, 
and Microsoft, is in the range of 14% to 
19%. A major imperative for maturing the 
software industry in India is to beef up 
R&D spending and get the sector out of its 
present rut of low-end activities. It is true 
that lately several multinational corpora- 
tions and some Indian software compa- 
nies have set up R&D centers in the 
country, but this has yet to impact the in- 
dustry overall. 

Marketing is a significant feature of the 
software industry in 1T-developed coun- 
tries. Several overseas companies spent 
more on marketing than on production. In 
the Indian market, however, marketing is 
insignificant. Advertising has hovered 
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around 1%. The reason is the often cited 
character of India’s software production— 
its customized software and services. As 
the presence of branded products is insig- 
nificant, the requirement for advertising is 
also small. 

When discussing the Indian software 
industry, many first mention the reputa- 
tion of Indians as expert software person- 
It is true that there is great 
international demand for the Indian work- 
force. However, a deeper look at the labor 
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profile reveals several limitations. 

First and foremost, the quality of com- 
puter training is low in India, although rT 
literacy is abundant. Deficits abound in the 
performance of the Private Training Insti- 
tutes, which certify software personnel. 
Their curricula never keep abreast of rap- 
id industry innovations. So it is no wonder 
the country’s computer education has end- 
ed up churning out an army of basic pro- 
grammers and coders whose productivity 
is far below international standards. When 
it comes to personnel possessing higher 
skills, such as project management or de- 
sign, the country is facing shortages in 
these areas. 

In advanced countries, an indicator of 
IT development and even economic prog- 
ress is computer density, like the Tv or 
teledensity. By pushing up the demand for 
software, computer density can enable the 
software segment to mature. Currently 
such density is quite low in India. Com- 
puter owners in the country number just 
over six people per 1,000, while the global 
average is 26 per 1,000. This is limiting 
the development of Indian 1T and its soft- 
ware industry. How can India envision be- 
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coming a global ıt leader when the number 
of its people who can afford a computer is 
so miniscule? 

The benefits of computerization are 
only fully realized through networking, 
but the potential of Internet growth to 
boost software development in India re- 
mains unrealized. Even by the beginning 
of 2004, there were only 4.1 million Indian 
Internet subscribers—a tiny number com- 
pared to India’s population—and nearly 
80% of internet connections are confined 
to capital cities. 

Infrastructural support is a sine qua 
non for the software industry to rise. The 
experience of international software ma- 
= jors like the U.S. and Ireland exemplify 
this. Sophisticated and economical tele- 
communications support would enhance 
the cost competitiveness of Indian soft- 
ware services and enable providers to 
move up the technological ladder to enter 
higher value-added services, particularly 
in export. 

Unfortunately, India still lags behind in 
this regard. In spite of the recent improve- 
ments in the telecoms sector, the country 
is nowhere near to claiming parity with the 
1T-advanced countries. India’s teledensity, 
despite the “mobile revolution,” still re- 
` mains as only 10.1%. There have been re- 
ports indicating that software exporters 
had faced severe communication problems, 
with foreign clients having issued digital- 
link-or-no-contract ultimatums. 

By all measures, India’s software in- 
dustry has not come of age. At best, its 
software production has entered its ado- 
lescence. The crux of the current “India 
advantage” in software, which is creating 





an illusion of software maturity, is the easy 
availability of low-cost manpower. But this 
is limiting the development of the industry 
to the low-end area of software services. 
The speed of growth and increasing size 
are also misleading indicators of the in- 
dustry’s direction, since the software sec- 
tor in India remains insular, without any 
backward and forward linkages. 
industry compete with the IT- 


S advanced countries? First and 
foremost, the industry should develop 
branded products as well as high value- 
added areas such as systems design and 
system integration. The sector has to un- 
dergo a sea change from labor- to skill-in- 
tensiveness, from cost advantage to 
innovation advantage. Emphasis should 
move away from increasing workforce 
numbers to improving their revenue pro- 
ductivity. 
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The domestic base of the industry 
should be vigorously promoted. 1T firms 
should increasingly reflect higher degrees 
of human skill and value addition. They 
should not rest on their current labor-cost 
advantage or accept the low-skill status 
quo. This mandates encouragement for ac- 
quisitions and alliances, and industry con- 
solidation. Policies preventing such actions 
should be obviated. 

Another essential for the country is to 
prioritize postgraduate education and 
R&D. Curricula in all educational centers, 
IITs, universities, and pt1s should be kept 
in tune with the emerging requirements of 
the industry. Failing this, software matu- 
rity in India will remain a mirage. i 
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Pakistan’s Rot Has 
World Bank Roots 


by Peter Bosshard and Shannon Lawrence 





FTER CLOSELY FOLLOW- 
ING the script of his pre- 
decessor for almost a 
year, the new World 
Bank President Paul 
Wolfowitz recently revealed his own vi- 
sion for the embattled development insti- 
tution. Identifying corruption as the single 
largest obstacle to development, he in- 
creased the budget of the bank’s investiga- 
tive unit, and held up loans to India, 
Bangladesh, Kenya and Chad because of 
corruption concerns. “This is about mak- 
ing sure that the bank’s resources go to the 
poor and don’t end up in the wrong pock- 
ets,” Mr. Wolfowitz told us News & World 
Report. “It is about fighting poverty.” 
Critics have long accused the bank and 
other donors of turning a blind eye to the 
leakage of development funds, leaving cor- 
rupt contractors and officials flush with 
cash, governments saddled with “white el- 
ephant” projects and odious debt, poor 
people devoid of essential services, and the 
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environment unprotected. The World ú 


Bank began to address the “cancer of cor- 
ruption” under former President James 
Wolfensohn, and Paul Wolfowitz’s pledge 


to “move from talking about corruption to 


dealing with corruption” is welcome. 

Yet the world’s largest development in- 
stitution still attempts to treat the symp- 
toms and not the cause of the disease. In 
fact, the bank’s current lending strategies 
might even be fueling the corruption epi- 
demic. Just as the bank vows to get tough 
on corruption, it has simultaneously an- 
nounced a big increase in its support for 
infrastructure, the sector perceived to be 
the most corrupt globally according to NGO 
Transparency International. Water, ener- 
gy, transport and other public works proj- 
ects are attractive targets for corrupt 
contractors and bribe-takers due to their 
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complexity, capital intensity, price-tag, and 
the number of public and private players 
involved. Approximately half of the World 
Bank anticorruption unit’s investigations 
that led to specific corrective actions were 
linked to infrastructure projects. 

Massive, centrally planned and financed 
construction projects are particularly prone 
to corruption. Unless corruption is checked 
in the earliest stages of the planning pro- 
cess, corrupt politicians, and construction 
companies will favor large-scale projects to 
address a country’s infrastructure needs. 

Development efforts can only be effec- 
tive if they reflect a country’s own priori- 
ties. The World Bank has acknowledged 
the importance of “country ownership” in 
recent years. Yet it has tended to equate 
country ownership with government own- 
ership, and government ownership with 
ownership by finance and infrastructure 
ministries. The bank has limited the op- 
portunities for civil society input in the de- 
velopment of infrastructure strategies, 
and cut down the preparation time for in- 
frastructure projects. 

Combined, the bank’s push into infra- 
structure, the emphasis on government 
ownership and the limited accountability 
to civil society are creating large opportu- 
nities for corruption in a sector in which 
graft is already endemic. If the World Bank 
does not address the incentives for corrup- 
tion upstream, fighting graft in individual 
contracts will be a losing battle. 


Pakistan’s Experience 


THE INDUS BASIN Irrigation System, the 
world’s largest water-diversion scheme 
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with more than 1.6 million kilometers of 
watercourses in Pakistan, is a prominent 
example of how corruption pervades eco- 
nomic development and distorts the pri- 
orities of infrastructure investment. This 
project also shows how the World Bank’s 
business model and development para- 
digm encourage rather than counteract 
corruption. 

For five decades, Pakistan’s irrigation 
system has been shaped by the World 
Bank’s approach to water infrastructure. 
In the 1950s, the bank brokered a water 
treaty between India and Pakistan and 
helped devise the policies and institutions 
of Pakistan’s water sector in a series of 
master plans and reports. It has since 
loaned almost $20 billion (in 2005 prices) 
for related projects. 

The Indus Basin Irrigation System is a 
central planner’s dream turned concrete. 
Its cornerstone, the Tarbela Dam, was the 
largest man-made structure on earth at 
the time of its construction, but it is just 
one of 19 dams that block and divert the 
basin’s mighty rivers. Large canals, drain- 
age highways and more than 100,000 dis- 
tributaries crisscross the Indus basin. 

Today, the Indus Basin Irrigation Sys- 
tem serves an area the size of Bangladesh, 
and generates more than one-fourth of 
Pakistan’s electric power. Yet the system 
is in deep crisis. The irrigation network 
operates extremely inefficiently and sedi- 
mentation is rapidly reducing the capacity 
of its reservoirs. More than 60% of the ir- 
rigation water is lost from the canal head 
to the root zone, and then more is wasted 
on thirsty crops such as sugar cane that 
are not suited to the arid region. Average 
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crop yields are much lower than in neigh- 
boring India. 

Moreover, the construction of reser- 
voirs and canals caused the forcible dis- 
placement of more than 200,000 people in 
Pakistan. Decades after they were moved, 
thousands of families are still living in 
misery. A report prepared for the World 
Bank argues that the lack of replacement 
land and corruption in the system are “cre- 
ating extreme hardship for people.” 

Pakistan’s irrigation network has al- 
ways served a privileged elite at the ex- 
pense of the poor. World Bank and 
government programs have consistently fa- 
vored feudal landowners. When the irriga- 
tion system was established, the government 
failed to recognize the land rights of the 
original inhabitants and allotted irrigated 
plots to rich landowners and military per- 
sonnel. While large and very large farmers 
control 66% of all agricultural land in Pak- 
istan, almost half of the rural households 
own no land. A World Bank evaluation not- 
ed in 1996 that the bank “provided large 
and unnecessary transfers of public re- 
sources to some of the rural elite.” 

The collateral damage continues down- 
stream. The Indus Basin Irrigation System 
starves areas of Sindh Province—and par- 
ticularly the Indus Delta—of water. And 
because the sediment trapped in the res- 
ervoirs does not replenish the delta, close 
to 5,000 square kilometers of farm land 
have already been lost to the sea. Mean- 
while, salt water is intruding 100 kilome- 
ters upstream in the Indus. 


Pakistan’s Water and Development Agency holds the 
title of being the nation’s second most corrupt body. 
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While the downstream areas suffer 
from a water shortage, wasteful water use 
is wreaking environmental havoc in the 
command area. Overirrigation and inad- 
equate drainage have caused the water ta- 
ble to rise across a large area. As a result, 
about 60% of all farm plots in Sindh are 
plagued by waterlogging and salinity. 

Pakistan’s water sector, like many of 
those around the world, is fraught with 
large- and small-scale corruption. Accord- 
ing to a 2003 survey by Transparency In- 
ternational, Pakistan’s Water and Power 
Development Agency is perceived to be the 
second most corrupt institution in the 
country. Close to half of the more than 
31,000 complaints received by Pakistan’s 
anticorruption ombudsman in 2002 were 
related to this one institution. As the World 
Bank’s 2005 Pakistan water strategy ad- 
mits, top positions in the country’s water 
bureaucracy are sold at a high price. 

Corruption works in a variety of ways in 
Pakistan’s water sector. Officials need to re- 
coup the investments in their positions in 
the form of kickbacks. They do so primar- 
ily through projects that serve construction 
companies and large landowners, not 
through improved maintenance programs 
and low-cost projects that serve the poor. 
This is why the water bureaucracy, as the 
World Bank puts it, suffers from a “build- 
neglect-rebuild” syndrome, and “has yet to 
make the vital mental transition from that 
of a builder to that of a manager.” 

Many officials in Pakistan’s water sec- 
tor also allocate irrigation water to the 


highest briber and not necessarily the 
most needy or productive farmers. “Pay- 
ments to irrigation officials to ensure the 
delivery of sanctioned water supplies were 
reported as routine and endemic” the 
World Bank found in 2002. 

Corruption is allowed to blossom be- 
cause Pakistan’s water sector lacks trans- 
parency and accountability. The water 
allocations on all levels of the irrigation 
system are for example not disclosed to 
the public. The World Bank concludes: “In 
the shadows of discretion and lack of ac- 
countability, of course, lurk all sorts of in- 
terests—of powerful people who 
manipulate the system for their ends, and 
of those in the bureaucracy who serve 
them and are rewarded for this service.” 


An Alternative 


BRICK-AND-MORTAR INVESTMENTS IN cen- 
trally managed dams and canals are not 
the only way to address Pakistan’s water 
and energy needs. Because the existing in- 
frastructure is not being properly main- 
tained and so much water is being wasted, 
the efficiency of the irrigation system 
could be greatly increased. Plugging the 
leaks of the existing system is environ- 
mentally more benign than building new 
dams and canals. 

It is also more economical. A World 
Bank evaluation found in 1996 that water 
conservation measures saved more water 
than the largest new dam in Pakistan’s in- 
vestment program could have stored, and 
at one-fifth the cost. The Asian Develop- 
ment Bank estimates that an additional 4.7 
million acre-feet of water could be provid- 
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ed either by conservation measures at a 
cost of $1.7 billion, or by anew dam with a 
price tag of $4.5 billion. 

Decentralized and nonstructural solu- 
tions to Pakistan’s water crisis also exist. 
The Indus Valley has huge groundwater 
reservoirs, which could store many times 
as much water as all future dams. Re- 
charging these reservoirs would require 
more sustainable flood management prac- 
tices which allow the Indus to overflow its 
banks temporarily rather than confine it 
within massive embankments. 

Farmers still irrigate thousands of 
square kilometers of land through tradi- 
tional techniques outside the modern ca- 
nal system, and without support from the 
government or World Bank. Rainwater 
harvesting and simple, affordable treadle 
pumps provide a steady supply of water to 
farmers, without the added costs of bribes 
for water officials or diesel pumps. Drip 
irrigation kits apply water directly to the 
roots rather than the furrows, and use 
only half as much irrigation water in the 
process. An innovative way of planting 
rice without standing water (called the 
System of Rice Intensification) allows 
rice—a particularly thirsty crop—to be 
grown using only half the amount of water, 
while also boosting harvests. Such soft ap- 
proaches have been adopted with good 
success around the world, and are being 
introduced in Pakistan. Shifting control 
over water resources from bureaucrats 
and absentee landlords to poor farmers 
would ensure a more economic use of wa- 
ter, reduce poverty, and protect the envi- 
ronment at the same time. 

In 2003, the World Bank argued that a 
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“genuine paradigm shift” emphasizing the 
proper management of water resources 
rather than new infrastructure was need- 
ed in Pakistan. Yet a new water strategy 
which the Bank proposed for the country 
in September 2005 does not reflect this 
paradigm shift. It asserts that “Pakistan 
has to invest, and invest soon, in costly and 
contentious new dams.” The strategy rec- 
ognizes the potential for efficiency gains, 
but does not address the maintenance gap 
in the water sector, and the serious social 
and environmental impacts of the current 
approach. In January 2006, General Mush- 
arraf announced that his government 
would start construction of the Bhasha 
and Kalabagh Dams by 2016. The two 
dams will cost more than $20 billion, will 
displace an estimated 160,000 people, and 
will further reduce downstream flows. 

The World Bank prepared its new wa- 
ter sector strategy for Pakistan without 
any input from civil society. It argued that 
“while all voices must be heard, much 
greater weight must be given to the voices 
of those who have responsibility and face 
the voters, and less to those who are self- 
appointed or who represent small special 
interests.” This is a remarkable statement 
in a country that is marred by corruption, 
in which top government positions are for 
sale, and which is run by a self-appointed 
military ruler. 

Why are governments and the World 
Bank so obviously flouting the lessons of 
the past? The bank has always been good at 
evaluating its own performance, but bad at 
incorporating the lessons from such evalu- 
ations. Bank managers frequently spoke out 
against corruption in development projects 
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even before Paul Wolfowitz took the helm. 
Yet its institutional self-interests reinforce 
the interests of corrupt borrowers and con- 
tractors in various ways. 

The bank covers its administrative 
costs from the profits it makes by lending 
to middle-income countries. It is forced to 
keep up lending to such countries in order 
to sustain its own business model. Middle- 
income countries can raise capital on the 
private market, and the World Bank is 
forced to keep its lending costs low so it is 
not out-competed by private banks. It is 
easier and cheaper for the bank to invest 
in large brick-and-mortar projects than to 
process loans for small, decentralized ir- 
rigation schemes, or for cheap but institu- 
tionally complex programs to improve the 
maintenance of existing infrastructure. 

The interests of the World Bank’s mem- 
ber governments are well aligned with the 
institution’s bureaucratic self-interests. 
Northern governments favor loans that pay 
for the contracts of international consul- 
tants and construction companies. Borrow- 
ing governments favor bulky projects that 
yield ribbon-cutting opportunities and po- 
litical prestige, support centralized bureau- 
cracies, and offer spoils for patronage. 

The bank’s institutional self-interests 
translate into an incentive structure which 
rewards staff for pushing money out of the 
door quickly, and not for achieving lasting 
developing impacts. One more proof that 
the World Bank undermines its own devel- 
opment objectives and its efforts to fight 
corruption: The author of its new strategy 
for Pakistan’s water sector has just been 
promoted by President Wolfowitz to be- 
come the country director for Brazil. IEE 
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An Opening for U.S.- 
China Cooperation 


by Zha Daojiong 





ALK OF CONFLICT is be- 
coming something of a 
vogue in discussions 
about what China’s quest 





to meet its growing ap- 
petite for overseas oil and gas may entail. 
Some, including Wu Lai and Shen Qinyu in 
the April issue of the REVIEW, even foresee 
the possibility of a military clash between 
China and the United States over access to 
oil deposits in third countries. But the fu- 
ture does not have to be as bleak. 

For a moment, let us first leave aside 
the usual expressions of concern about 
China’s behavior in oil-rich “rogue” states. 
Since ending its comprehensive trade em- 
bargo over 30 years ago, the United States 
has not once attempted to disrupt interna- 
tional oil from being shipped to China. 
Complaints out of some quarters in China 
about the United States’ dominant military 
role in the Middle East miss an important 
point: Without the U.S. working to keep 
the Strait of Hormuz free of deliberate 
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sabotage, oil tankers bound for China are 
almost certain to suffer as well. Up to to- 
day, China exclusively relies on foreign 
carriers to bring home the oil it purchases 
from the Persian Gulf. 

The same holds true for the Straits of 
Malacca, where the U.S. shows a strong in- 
terest in preventing terrorist attacks on 
maritime traffic. It is absurd to ignore the 
free ride China is taking while accusing the 
U.S. of “over-reaching” to sensitive areas of 
the world. 

In January 1979, the U.S. signed a sci- 
ence and technology cooperation agree- 
ment with China. The five-year agreement 
has since been renewed continuously. To 
implement the agreement, a governmental 
joint committee, active since its inception 
in 1980 and still running, guides coopera- 
tion among laboratories and scientists from 
both countries. On the U.S. side, the Presi- 
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dent’s Council of Advisors on Science and 
Technology leads the coordination. On the 
Chinese side, the Ministry of Science and 
Technology organizes Chinese research in- 
stitutes, industrial corporations, and indi- 
viduals in project-based cooperation with 
their American counterparts. In 2004, Chi- 
na named a deputy prime minister to lead 
such coordination on its side. 

Sino-American cooperation in science 
and technology—which has ballooned to 
over 30,000 projects—has led to improve- 
ment in China’s technologies for coal pro- 
duction and consumption, energy 
efficiency, nuclear safety, and a host of en- 
vironmental and health problems resulting 
from China’s domestic energy exploration. 
China’s development of clean coal technol- 
ogy—particularly coal desulphurization 
technologies—has greatly benefited from 
collaborative research conducted by Amer- 
ican and Chinese scientists. The ever- 
growing number of coal mining-incurred 
deaths in China serve as a reminder that 
China dearly needs more cooperation with 
America to make more extensive commer- 
cial use of coal-bed methane, a deadly kill- 
er of coal miners when not handled 
properly. 

The challenge for China to benefit more 
from such cooperation, meanwhile, comes 
from China’s own energy-related policy- 
making dynamics, not a lack of interest or 
will on the part of the U.S. For instance, 
China has yet to find a mechanism power- 
ful enough to promote adoption of energy- 
saving technologies and new energies, 
against the entrenched interests of the 
country’s coal, oil and power industries. 
American observers often point to the es- 


tablishment, in 2005, of the Energy Lead- 
ing Group, which is headed by the prime 
minister, as evidence that China is moving 
down a mercantilist path in energy-policy 
making. However, as was the case with the 
ill-fated Ministry of Energy, the Energy 
Office (under the Group) has yet to estab- 
lish its regulatory and supervisory role 
that is independent of influence peddling 
by the country’s oil monopolies and its coal 
companies, many of which are deeply root- 
ed in local-level self-interest. These vested 
interests work to influence the central gov- 
ernment’s energy policies through the 
powerful State Development and Reform 
Commission (SpRc). The sprc has the twin 
mission of ensuring fast growth and en- 
ergy efficiency, an oxymoron in the con- 
text of Chinese economic policy making. 

China began to open its oil and coal 
sectors for international joint ventures in 
1980. Major U.S. oil companies have pur- 
sued numerous joint ventures with Chi- 
nese oil companies. Smaller U.S. oil 
companies are also achieving some access 
to the Chinese market through joint ven- 
tures to conduct geological surveys. While 
it is a global norm for oil companies to in- 
vest and de-invest in each other, the main 
complaint from U.S. oil companies is that 
they have not been allowed to make major- 
ity equity investment in Chinese oil com- 
panies, which are state-owned. Such a 
state of affairs lends some credibility to 
U.S. objections to China National Offshore 
Oil Cooperation’s attempt to acquire Cali- 
fornia~-based Unocal in 2005. 

However, projects like the joint venture 
among Sinopec, ExxonMobil, Saudi Aram- 
co and Fujian Petrochemical (agreement 
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still in effect as of this writing) to expand 
and upgrade the existing oil refinery in Fu- 
jian Province ought to be seen as an encour- 
aging sign about the space allowed for 
market-based collaboration among Chinese 
and American companies in China. When 
Chinese and American oil companies get 
more comfortable with each other, the po- 
litical atmosphere in Washington and 
Beijing can potentially improve as well. 

Under the current U.S. administration, 
there exist four regular mechanisms of bi- 
lateral dialogue with China (in addition to 
the joint committee on science and technol- 
ogy) that cover energy. Three of these ve- 
hicles are exclusively devoted to energy: 
energy policy, oil and gas industry, and 
peaceful uses of nuclear technologies. Mul- 
tiple government agencies from both sides 
are involved in such dialogues. What, then, 
explains the seemingly ever increasing fe- 
rocity of concern in discussions about the 
China factor in U.S. energy security and 
vice versa? 

Identifying China as a threat to the 
U.S. in satisfying its overseas energy needs 
has become the name of the game in Wash- 
ington, D.C.—Congress in particular. Such 
rhetoric, meanwhile, should not be viewed 
purely with suspicion in China. American 
awareness of its vulnerability in the global 
oil markets is one impetus for effective en- 
ergy-saving policies in the U.S. A more fuel 
efficient America is in the interest of China 
as well, given the global consensus about 
the limit to global oil reserves. 

A key point of contention between the 
U.S. and China is over whether or not Chi- 
na is working to “lock up” the world’s oil 
fields and “remove” oil from the global 


market. A U.S. Department of Energy re- 
view of China’s oil industry, released in 
March 2006, observes that “even if China’s 
equity oil investments ‘remove’ assets 
from the global market, in the sense that 
they are not subsequently available for re- 
sale, these actions merely displace what 
the Chinese would have otherwise bought 
on the open market.” 

The utility of equity oil in a nation’s 
drive to guarantee its source of imports is 
debatable. China’s oil companies point to 
equity oil making up over 40% of American 
oil imports, in contrast to China’s over 90% 
reliance on the open market in order to jus- 
tify their “going abroad” strategies. Cou- 
pled with the increasing frequency of 
“energy partnerships” in China’s high-lev- 
el diplomacy with virtually all interested 
suppliers, there emerges the image that 
China gives only secondary, if any, consid- 
eration to market fundamentals in its pur- 
suit of offshore oil supplies. 

What is needed, then, is a meeting of 
minds over how the world’s oil market op- 
erates and how that operation relates to a 
nation’s pursuit of overseas supply secu- 
rity. No doubt, China is paying a cost in its 
oil-related diplomacy. International dis- 
cussions about China’s relations with Su- 
dan, Iran, Uzbekistan, Venezuela, etc., are 
increasingly colored by oil. It should be 
noted, however, “rogue states” identified 
by the U.S. are often “oil states” as well. An 
“oil state” is a single-item export regime, 
often corrupt, that stands in the way of the 
U.S. pursuit of effective democracy and 
globalization. 

On the other hand, China’s oil invest- 
ments in Sudan, for example, have helped 
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turn that country into an oil exporter, thus 
enlarging the availability of oil on the world 
market. In the scenario of Chinese oil com- 
panies withdrawing from Sudan, other in- 
ternational companies staying, and 
U.S.-based oil companies moving in, it is 


uncertain whether democracy and justice 
would follow in that troubled nation. His- 
tory has shown that oil-importing coun- 
tries have little power to effect change in 
many of the world’s oil states. 

That said, China should do more than 
sending peacekeeping troops to Sudan, as 
it did in early 2006. The challenge is for 
China to be more nuanced in responding to 
U.S. complaints than repeating “noninter- 
ference in domestic affairs” as its guiding 
principle of foreign policy. 

To prevent conflict from becoming a 
self-fulfilling prophecy, China and the 
U.S. have a foundation to build on in two 
key areas: improving energy consumption 
efficiency in China and diversifying China’s 
energy mix. Among other things, U.S. as- 
sistance in China’s efforts to increase the 
share of nuclear power—under the precon- 
dition of civilian use only and nonprolifera- 
tion—would go a long way in ameliorating 
the Chinese impact on the global oil mar- 
kets. Indeed, China’s coastal provinces, 
naturally suited for nuclear power facili- 
ties, are the country’s fastest growing con- 
sumption centers of imported oil and gas. 
Nuclear power can help these provinces 
lower their dependence on imported oil and 
gas, in addition to cutting the economic, so- 





An Opening for U.S.-China Cooperation 


A key point of contention is whether China 
is working to “lock up” oil supplies. 


cial, and environmental costs associated 
with extracting energy in China’s northern 
and western regions for transportation to 
the south. 

The U.S. and China signed an agree- 
ment on cooperation in civilian nuclear 
energy back in 1985. Twenty years have 
passed and the U.S. is still hesitating to 
give China that helping hand. Skeptics 
would argue that China’s behavior in rela- 
tion to U.S. efforts to contain the nuclear 
ambitions of North Korea and Iran will 
have to pre-determine that agreement’s 
future prospects. My point is that for the 
U.S. to be more forthcoming, Sino-Ameri- 
can cooperation in civilian-use nuclear de- 
velopment in China can be conducive to 
making China more cooperative with the 
U.S. when it comes to Iran, as China has 
already invested through the six-party 
framework in dealing with North Korea. 
At the very least, these two projects can 
move in parallel with each other. Further- 
more, with U.S. offer to cooperate with In- 
dia in developing that country’s nuclear 
energy in the background, a renewed start 
in nuclear energy cooperation with China 
can help dissuade hard-line positions in 
China as well, when it comes to the strate- 
gic dimension of energy security. 

In short, we have both a foundation and 
a reason to turn oil and gas in particular 
and energy in general to a cause for confi- 
dence building between China and the 
United States. The two large powers need 
to learn to get along with each other. i 
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Temasek: The Perils 
of Being Singaporean 


by Salil Tripathi 
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INGAPORE’S POLITICAL 
leaders are not used to 
seeing their effigies 
burned, at home or 
abroad. And yet that is 
precisely what happened in March this 
year. Activists in Thailand, demanding the 
resignation of then Prime Minister Thak- 
sin Shinawatra, targeted Singapore after 
the city-state’s state-owned investment 
vehicle—Temasek Holdings—paid $3.7 bil- 
lion for Shin Corp, Mr. Thaksin’s telecom- 
munications and media firm. 





That investment set off a political mael- 
strom. Demonstrators were angry not only 
because Mr. Thaksin—legally—paid no tax 
on his gains ($1.9 billion), but also because 
a foreign company would now own a sig- 
nificant stake in the Thai telecom infra- 
structure. Sondhi Limthongkul, the 
maverick media tycoon and one of the 
leaders of the anti-Thaksin campaign, de- 
scribed the investment as “economic im- 
perialism.” Appearing baffled, Singapore 


said Temasek operated independently on 
strictly commercial grounds and that its 


government had nothing to do with > 


Temasek’s operations, but the demonstra- 
tors in Bangkok did not believe it. 

In contrast, around the same time, 
Temasek acquired the late Khoo Teck Puat’s 
11.55% stake (reportedly worth $4 billion) 
in Standard Chartered Bank in the United 
Kingdom, which has significant Asian op- 
erations. There will be regulatory scrutiny 
in London, but investors—and even Stan- 


dard Chartered’s management—welcomed __ 


Temasek as a long-term investor. _ 
These experiences parallel what has 


happened to Singapore Airlines (SIA), one 


of the jewels in Temasek’s crown. In the 
1990s, Temasek made several vain at- 
tempts to launch an airline (on its own and 
in partnership with the Tata group) in In- 
dia. Despite apparent- political support 
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os Mr. Tripathi, a former Singapore correspon- 
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from New Delhi, opposition from domestic 
competitors and some politicians pre- 

“ vailed, and the plan did not take off. Again, 
in See SIA’S een ji nearly $1 





5 the British carrier, went ahead witholit 
any Dn If anything, some analysts 









“outrun its neat in order to offset its 
| own lack of natural resources. This is why 
it went against the prevailing wisdom of 
ae newly? decölonized countries and 


let 





: rbiiliced tariffs, inviting auian onai to 

= setup shop. 
; Essentially, Singapore decided to leap- 
_ frog over the region and plug into the glob- 
al economy by becoming a vital 
middleman—not one who adds costs, but 
» “one who adds value. By running an effi- 
a cient port an excellent airline, a busy air- 





ae ai the global economy. Multinationals 
~ useditas their base in the region. Over the 
5o next few decades, Singapore was well on 


-Third World to the First, as Singapore’s 
_ founding father, Lee Kuan Yew, puts it in 
his autobiography. 

- Asatinyisland state with a population 
of just over four million, it was inevitable 
that Singapore would run out of domestic 

~ „investment opportunities. Going regional, 

l therefore, became imperative. And that’s 

m where politics kicked in. Fór the neigh- 
-l bors, Singapore is not only a Chinese is- 
: a landi in a da sea, buta a well capitalized, 
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its way to complete its journey from the ` 


ows SINGAPORE c= 


per capita income, and a huge nominal GDP 
(bigger than all the Association of South- 
east Asian countries except Indonesia and 
Thailand). 


Singapore has technologically ad- 


budget. It is politically close to Australia 
and the United States, and it is seen as 


sympathetic to China’s emergence. It l 


should therefore not surprise anyone that 


Thailand and India on.one hand, and the . 


United Kingdom on the other, would view ` 


Temasek’s—or its subsidiaries’—invest- 
ments differently. 

The contrasting responses are indica- 
tive of how Singapore is perceived in the 
region and beyond. In Europe and Ameri- 
ca, Singapore is known for its growth-ori- 
ented economy; a model of efficiency. In 
Southeast Asia and its environs, it is 
viewed as a formidable force which punch- 


es above its weight. Its governance model- 


of state capitalism has meant that its po- 
litical, bureaucratic and corporate worlds 
often seem inextricable. 

Temasek officials assert that it is not “a 


government-directed policy agency,” and 


that “Temasek-linked companies receive 
no favors from the government.” The com- 
panies make their own investment and 
business decisions based on their best in- 
terests, they often say. — 

But Temasek is still owned by Singa- 
pore’s finance ministry, and it began as an 
investment vehicle to mobilize resources 
and capital for Singapore’s leading govern- 
ment-linked companies (GLCs)—pBs Bank, 
Singapore Telecom, Keppel, SembCorp, 


sta; Port of Singapore Authority (psa), and 


others..Many have an outstanding record: 
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SIA is not only profitable but outperforms 
global airlines in passenger satisfaction 
surveys. PSA also enjoys healthy margins. 

However, critics note that some of the 
companies are natural monopolies, or that 
they operate in a protected market. And 
Singapore’s GLCs are part of an intricate 
web through which the government exer- 
cises its authority over the way the coun- 
try’s resources and wealth are generated, 
allocated and managed, job opportunities 
created and contracts awarded. 

With opportunities limited in Singa- 
pore and a portfolio of $65 billion, conven- 
tional wisdom has it that in order to 
improve its returns, Temasek should in- 
crease its overseas exposure. Currently, 
some 51% of its portfolio is invested over- 
seas, with 18% in Australia, 9% in other 
Asean countries, and 9% in China and East 
Asia. Temasek’s net profit last year was 
$4.8 billion on group revenue of $43.4 bil- 
lion and an asset base of $125.5 billion. 

However, when Temasek invests in the 
region, its neighbors do not see it as an 
Asian conglomerate, but as an arm of Sin- 
gapore, Inc. That perception has nothing 
to do with how efficient some Temasek 


companies are and everything to do with 


their concern that a small, powerful state 
is seeking control of strategic sectors of 
their economies. 

In Singapore’s case, the neighbors’ con- 
cerns increase because in their eyes 
Temasek is not any other prominent com- 
pany, but it is perceived as being close to 
the Singaporean ruling class. Its ceo, Ho 
Ching, is the wife of Prime Minister Lee 
Hsein Loong, who is the son of Minister 
Mentor Lee Kuan Yew. The prime minis- 





ter’s younger brother, Lee Hsien Yang, 
runs Singapore Telecom, in which Temas- 
ek has a large stake. 

Whenever critics have commented on 
the Lee family’s dominance in Singapore, 
the republic has reacted promptly, saying 
that the Lees are an exceptional family 


and cannot be discriminated against mere- 


ly because they are related to one another. 
Also, the government adds, being a small 
nation, Singapore’s talent pool is limited. 
Beyond that apprehension, Singapore’s 
neighbors are also concerned that i its dom- 


inance in their economies would prevent | 


them from moving up the value. chain. 
They do not want to become Singapore’ S 


satellites. According to Mukul Asher, pro- 


fessor of public policy at the National Uni- 
versity of Singapore: “It is an entrenched 
perception in the region that when dealing 
with Singapore companies, you are not 


dealing with just a commercial entity, but © _ 


with a wealthy and resourceful state.” 
Indeed, Singapore loses no opportuni- 
ty to snap up assets, opportunities and re- 
sources in the region. At home, it offers 
good jobs that attract people (from South 
and Southeast Asia, to meet labor. short- 


ages at all levels); it runs a well regulated — 


financial center that lures wealth (m any of 
the region’s wealthy individuals park their 
riches in Singapore, safely beyond the pry- 
ing eyes of their home-country tax author- 
ities); and it ensures a stable polity that 
draws property buyers (particularly eth- 
nic Chinese Indonesians). None of this ex- 


cites its neighbors, who see their talent | 


and wealth migrate to Singapore. 


Yet Temasek has built a respectable _ 


overseas portfolio, wai h includes stakes 
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in icici Bank and Mahindra and Mahin- 
dra in India, as well as stakes in China 
Construction Bank and cosco Holdings in 
mainland China, and in Indonesia’s Bank 
Danamon and Hana Bank in South Korea. 
Temasek’s overseas exposure has grown 
indirectly as well, as its companies are also 
active abroad: Singapore Telecom owns 
nearly a third of Indonesia’s leading cell- 
phone operator, Telekomunikasi Selular 
(Telkomsel) and another Temasek affili- 
ate, st Telemedia, has a sizeable stake in 
Indosat—a stake which raised concerns 
about Singapore dominating Indonesia’s 
telecom infrastructure. 

Following similar logic, India did not 
approve sT Telemedia’s entry into mobile 
operator Idea Cellular, because SingTel al- 
ready has a stake in Bharti Televentures, a 
rival. Meanwhile, Korea turned down DBS 
Bank’s bid for Korea Exchange Bank, be- 
cause under Korean regulations, Temasek 
(as DBS’s parent) is considered a nonbank- 
ing group. Likewise, Temasek could not 
increase its stake in IcicI Bank because an- 
other state-owned Singaporean entity, the 
Government of Singapore Investment 
Corp. (crc) also has a stake in that bank, 
and if Temasek were permitted to increase 
its stake, Singaporean interests in ICICI 
Bank would have gone beyond 10%, the 
limit Indian regulations allow. Temasek 
has not been able to convince Indian regu- 
lators that it is independent from aic or the 
Singapore government. 

Many of the executives of Singapore’s 


“You are not dealing with just a commercial 
entity, but with a wealthy and resourceful state.” 
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GLCs, including Temasek, have spent a large 
part of their careers as civil servants. Bu- 
reaucracy anywhere is designed to be risk- 
averse; its management ethos is not wired 
to produce the kind of returns that markets 
sit up and notice. As risk avoidance becomes 
a priority, executives take comfort by tying 
up with parastatals, or large corporations 
run by well-connected tycoons. Changing 
that aspect would require a change in the 
mindset of Singapore’s establishment. 

When Temasek published its first fi- 
nancial report in 2004, Standard and Poor’s 
said that its investment strategy had pro- 
duced “inferior” returns over the five pre- 
vious years when compared with similar 
companies. A 2004 study said that Temas- 
ek’s major listed companies had yielded a 
return of only 1.7% annually since their 
listings. Low returns was a matter raised 
in the Singapore Parliament as well. 

But such criticism misses the broader 
point. Temasek’s mission statement is to 
create and maximize long-term share- 
holder value. But Singapore’s broader stra- 
tegic objectives may not necessarily 
require Temasek to do so. Instead of chal- 
lenging the notion that Temasek is a 
branch of the Singaporean government, 
Singapore should recognize how that re- 
lationship it is perceived in the region and 
attempt to improve its image. That would 
cause less heartburn, and Singapore, Inc. 
will be able to pursue deals more readily, 
even if it means ceding the regional field 
to competitors. L 
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Investment in China 
Migrates Inland 


by Sarah Chan and Gu Qingyang 





INCE THE START of eco- 
nomic reform and open- 
ing up in 1978, China has 
experienced phenome- 





nal growth in foreign di- 
rect investment, with cumulative utilized 
FDI reaching $912 billion in 2004. China in 
fact now ranks as the most favored destina- 
tion of all developing countries for Fp1. The 
distribution of the country’s FDI remains 
grossly lopsided. It is concentrated in big 
cities in the Pearl River Delta, the Yangtze 
River Delta and the Greater Bohai Bay area 
around Beijing and Tianjin. 

In recent years, however, the distribu- 
tion of Fp1 has been changing. As land and 
labor costs become increasingly expensive 
in cities like Shanghai or Shenzhen, many 


multinational companies are gradually 


shifting their investments to inland areas 
around cities like Hefei, Wuxi and Wuhan. 
Meanwhile, high-cost metropolises like 
Shanghai, Beijing and Guangzhou are be- 
ing turned from production or manufac- 
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turing bases to headquarter bases where 
higher value-added activities are concen- 
trated—for instance, design, research, 
management, finance and consultancy. 
What is happening, in short, is the growth 
of a more sophisticated and diversified 
economy in China, wherein a greater por- 
tion of the country plays some part in the 
global trade activity once contained with- 
in a coastal strip. 

Since late 2002, due to a short supply of 
skilled manufacturing labor in China, wag- 
es for skilled manufacturing workers as 
well as for most urban laborers have been 
rising even faster than the nation’s GDP. As 
the comparison of the labor situation 
among various Chinese cities in the chart 
nearby shows, wages in advanced coastal 
cities like Shenzhen, Guangzhou, Shanghai 
and Beijing are among the highest in Chi- 
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na. The high labor costs in some of these 
top-tier cities have outstripped those in 
some Southeast Asian countries such as In- 
donesia, Vietnam and Cambodia. 

Wages in smaller cities in the eastern 
part of China, however—like Suzhou, Nan- 
jing, Wenzhou and Qingdao—are relative- 
ly low, with monthly wage rates averaging 
between $180 and $230. Meanwhile, the 
labor cost of workers in inland cities like 
Hefei, Wuhan and Weihai are the lowest 
in China, with monthly wage rates averag- 
ing between $120 and $160. Not surpris- 
ingly, manufacturers with an eye toward 
the bottom line have been considering the 
merits of such inland cities. 

Apart from rapidly rising labor costs, 
land costs are getting more expensive, es- 
pecially in some parts of the Pearl River 
and Yangtze River deltas. Beijing, Shang- 
hai, Zhejiang, Guangdong and Jiangsu 
rank among China’s more developed re- 
gions, where land purchase fees amount to 
more than $82 per square meter. For cen- 
tral provinces like Jiangxi, Hubei and Hu- 
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nan, land costs are relatively cheaper, 
while in the remote inland provinces of 
Qinghai, Ningxia and Xinjiang, these costs 
(which average $26 per square meter) are 
over 10 times less than land cost in Guang- 
dong, Zhejiang or Jiangsu, which stands at 
an average of $334 per square meter. 

Using 2003 data, it is clear that land 
costs in secondary cities like Hefei, 
Shenyang and Wuhan rose more than that 
of cities like Beijing, Shanghai and Guang- 
zhou (the land transaction price indices of 
Hefei, Shenyang and Wuhan are 138.1, 116.1 
and 110.1 respectively, compared to 100.6 
for Beijing, 101 for Shanghai and 102 for 
Guangzhou). Apparently, premier and pros- 
perous cities like Beijing, Shanghai and 
Guangzhou are getting oversaturated with 
investment while inland cities like Hefei or 
Wuhan are becoming more popular as more 
investors move inland to take advantage of 
relatively low land and labor costs. 

Electricity prices also provide evidence 
of China’s rising industrial costs. As data 
from 2003 show, electricity costs are the 
highest in Guangzhou at 0.743 yuan per 
kilowatt-hour, followed by Nanjing (0.664 
yuan/kWh), Changchun (0.648 yuan/ 
kWh) and Shanghai (0.634 yuan/kWh), as 
shown in the chart on the next page. Costs 
in Changchun and Harbin (0.627 yuan/ 
kWh) are high since these cities serve as 
automotive and heavy-metals manufac- 
turing bases. In cities like Xiamen, Shen- 
zhen, Ningbo, Beijing, Jinan or Hangzhou 
which have light industrial activities that 
do not consume high amounts of electric- 
ity, costs are relatively lower. 

As operating costs in coastal Chinese 
cities rise, more and more businesses are 
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moving inland. Some multinational com- 
panies (MNCs), like Anglo-Dutch consum- 
er goods maker Unilever, have moved their 
production centers to Hefei in Anhui prov- 
ince in order to enjoy lower operating costs 
while remaining close to Shanghai’s infra- 
structural and financial resources. Like 
Unilever, other MNCs are venturing fur- 
ther inland to explore business opportuni- 
ties in the untapped markets cities in 
Xinjiang and Sichuan provinces. Accord- 
ing to a recent BusinessWeek report, U.S. 
companies like Chevron, Rockwell Auto- 
mation, and Ohio-based manufacturer Ea- 
ton recently scouted new investment 
opportunities in Xinjiang. Some Taiwan- 
ese manufacturers with production facili- 
ties in Dongguan in Guangdong Province 
suffer from razor-thin profits due to cut- 
throat competition and are now relocating 
their factories to Jiangxi Province, where 
land is 50% cheaper and energy and water 
25% lower than in Guangdong. 

In addition to such a shift driven by 
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market forces, the Chinese government’s 
current drive to revitalize the northeast 
and western regions are also encouraging 
more firms to look towards investing in 
China’s hinterlands. Billions of dollars 
have been spent on bridges, expressways 
and power plants to boost the economies 
of inland China, while preferential tax in- 
centives are also offered as part of the 
overall effort to improve the business en- 
vironment in the interior provinces. 

As a result, some cities like Chengdu 
(the capital of southwestern Sichuan Prov- 
ince) and Dalian (a northeastern city on the 
Gulf of Bohai) are succeeding in wooing 
foreign investment. High-tech companies 
are moving to these cities and implement- 
ing localization strategies by shifting their 
research and development (R&D) facilities 
there. Motorola, for instance, has estab- 
lished a R&D lab in Chengdu to develop 
software for mobile phones, while Intel 
spent $450 million on two plants to assem- 
ble chipsets. Alcatel, Ericsson, Nokia and 
Microsoft have all established R&D or 
technology centers in industrial parks sur- 
rounding Chengdu, while the semiconduc- 
tor maker Micron Electronics, Inc. has 
announced it will invest $250 million to 
build a new plant in Xian. 

The potentially huge markets in China's 
interior provinces constitute another draw 
for investors who face already saturated 
markets in coastal areas. One of the world’s 
biggest retailers, Wal-Mart, has opened 
outlets in Nanchang and Changsha (in the 
central-interior provinces of Jiangxi and 
Hunan), while in Wuhan, a joint venture 
between Honda Motor Co. and Dongfeng 
Motor Corp. has been churning out Honda 


Ei FAR EASTERN ECONOMIC REVIEW == May 2006 | 


THE CHINA PRICE FOR POWER 


Electricity costs in China, 2003, 
in yuan per kilowatt-hour 


Guangzhou 
Nanjing 
Changchun (es 0.648 
Shanghai ee 0.634 

Dalian a 0.633 
Harbin es 0.62” 
Xiamen (a 0.618 
Shenzhen (I 0.588 
Beijing SE 0.567 
Tianjin ee 0.548 
Hangzhou (EE 0.530 
Qingdao I 0.374 


SOURCE: PRICE YEARBOOK GF CHINA, 2004 


sports-utility vehicles since 2004 to cater 
to the booming consumer markets. 

The huge market size of China’s inte- 
rior permits the exploitation of economies 
of scale; firms are able to reap efficiency 
gains from lower unit costs as they now 
produce for a bigger mass market. It makes 
a great deal of economic sense for inves- 
tors to penetrate the huge untapped mar- 
kets in China’s interior provinces where 
domestic demand is expected to increase 
as China’s middle class grows along with 
its economy. 

Even though more companies seem to 
be shifting inland, in the medium to long 
term the coastal and eastern cities will still 
retain their allure to investors. Low costs 
aside, manufacturing activities still tend 
to concentrate in geographically advanta- 
geous areas with well developed infra- 
structure and proximity to a critical mass 
of supporting industries. Manufacturers 
who are suppliers to MNCs would find it 
especially advantageous to follow their cli- 





ents to coastal cities if they relocate there. 


This is especially true for business-to- 
business enterprises like industrial equip- 
ment manufacturer Beyonics, who has 
plants in Shanghai, Suzhou and Nanjing 
(all within the greater Yangtze River Del- 
ta) to serve their MNC clients. 

Furthermore, high-cost coastal areas 
will continue to attract services-sector in- 
vestment as they liberalize their services 
sectors to make these sectors more compet- 
itive. The coastal regions’ workforces are 
still better educated (with more college 
graduates) and better trained than inland 
Chinese workforces; this concentration of 
human capital will spur development of 
tertiary industries like transportation, fi- 
nance or distribution services on the coast. 
In addition, the business climate in the 
coastal cities is more favorable than that in 
inland China where the mindset of many 
employees can be less attuned to working 
in an international environment. 

The gradual shift of low-cost manufac- 
turers towards secondary inland destina- 
tions, however, could have long-term 
implications for the structure of indus- 
tries remaining in coastal areas. Before 
the decade comes to a close, we could see 
the beginning of the end of the east’s dom- 
ination of China’s light industrial sector. 
Given the rapid rise in land and labor costs 
in Chinese coastal areas, companies al- 
ready with a presence in China will need 
to restructure their production and sup- 
ply chain management to remain econom- 
ically profitable. zz 
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Red Sunset 
Over Calcutta 


by Gomathy K. Venkateswar 





HE STATE OF West Ben- 
gal, long under commu- 
nist control, is in the 
=- midst of a month-long 
election which could re- 
sult in a major shake-up in the legislative 
assembly, or Vidhan Sabha. In order to en- 
sure a free and fair election, the election 
commission has spread out poll dates 
across five phases, during the entire month 
of April. All urban and rural residents 





should have a chance to securely cast their 
votes in this crucial election. Elections are 
also taking place in four other states across 
India, and the results will indicate how 
smoothly the country can adopt a common 
development plan compatible with global- 
‘ization and free trade. The state capital, 
Kolkata (Calcutta), a city of about 8 mil- 
lion, votes on April 27. It is predicted that 
the Communist government will return 
with a thumping majority once again, but 
not without significant modifications. 
The long-suffering citizens of West 
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Bengal have seen the state’s civil society 
break down over the past 30 years that the 
Communist Party of India (Marxist) has 
held power. These citizens have witnessed 
the emergence of a culture of lawlessness 
under their cp1(m)-led government. On 
numerous occasions they could consider 
themselves denizens of a “failed state.” But 
they have meekly submitted to Red rule 
without a murmur. 

Today, the people are seeing glimmers 
of hope and recovery on their horizon as a 
new wave of political and economic activ- 
ity sweeps the metropolis of Kolkata—the 
hub of this vast, populous and long-ne- 
glected state. While the cp1(m) may have 
entrenched itself almost unshakably in ev- 
ery nook and cranny of West Bengal, the 
opposition continues, lamely, to make a to- 
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ken fight. And the Bharatiya Janata Party 
(psp), which previously held power in the 
central government, has still failed to root 
itself in the state. The current central gov- 
ernment is a coalition led by the Congress 
party and supported by the crim). Not 
surprisingly, the Congress party is not keen 
to fight the Left Front in West Bengal.So, 
thanks to the infighting and weakness of 
the opposition parties in West Bengal, it is 
a forgone conclusion that the Left will be 
returned to power yet again. 

Over the years the opposition parties 
have done nothing to match the state’s 
monolithic Marxist machinery. Policy de- 
cisions taken at cp1(m) headquarters in Al- 
imuddin Street are relayed almost 
immediately through the party’s efficient 
networking system, which has been laid 
with ruthless meticulousness and which 
is attuned not to the development of the 
state’s human resources but to the inter- 
ests of the party itself. 

Let us go back in time and view the 
state of West Bengal in terms of its rating 
in development and economic progress 
over the last three decades. The CPI(M) 
government has not been an entirely detri- 
mental force in West Bengal: it helped sta- 
bilized the plight of landless laborers and 
farmers in its initial years in power, as it 
took pains to reform outdated land tenure 
systems. But in other key areas—notably in- 
dustrial development and education—the 
CPI(M) failed to the extent that its policies 
undermined the basic quality of life in 
West Bengal and Kolkata. The government 
has much to answer for the sad plight of big 
industries which had their foundations 
laid during the period of the British Raj. 


Industries once flourished in and around 
West Bengal—the coal mines located in 
neighboring Bihar; the steel giant Tata & 
Sons, also in Bihar; the great tea estates in 
North Bengal and the Doars; the jute mills 
all along the Hooghly River—and the com- 
panies boasted grand headquarters in 
downtown Calcutta along Clive Street, 
Dalhousie Square, these very names ring- 
ing tones of pride and images of London. 
This scene of thriving commerce was 
to give way to the flight of every major 
business house and industry out of West 
Bengal in the mid-1970s and early 1980s. 
Rival trade unions backed by the Marxist 
government would show their power 
through lightning strikes and “gheraos” 
(holding managers of the firms and offic- 
es hostage). These practices rattled every 
industrial unit. Rather than suffer total 
ruin, the management and proprietary 
families moved out of West Bengal to oth- 
er states where the industrial climate was 
more congenial to growth and security. 
The emergence in the late 1960s and 
early 1970s of a radical leftist group of 
youth leaders—called Naxalites or Maoist- 
Leninists (who were rumored to have the 
backing of the intelligentsia in the city) 
was the final stroke that ruined the fair 
city of Kolkata. West Bengal saw two spells 
of “united left front” rule between 1967 
and 1971, when the cp1(m) entered the cor- 
ridors of power. These were times of acute 
political instability. Cadres of government- 
backed cpi(m) youths roamed the streets 
and launched urban battles. Schools re- 
mained closed for long periods of time, 
with examination results declared only a 
year later, leaving students in the lurch as 
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dreams of further studies collapsed. No 
one even wished to visit the city. 

Since 1977, West Bengal has been gov- 
erned by the Left Front, led by the CPI(M). 
It remains unclear why the crim) bastion 
did not get voted out by the people. It is 
said that it was out of sheer fear that no 
one dared to protest. 

When the late Rajiv Gandhi visited 
Kolkata in the mid 1980s during his prime 
ministership, he sadly referred to it as “a 
dying city.” This statement shocked the 
city’s hard-core Communist leaders, who 
never forgave Gandhi for this slur. 

The years that passed by were ones of 
gloom and depression, more so in the face 
of a regressive step taken by the then-Chief 
Minister Jyoti Basu, who banned the teach- 
ing of English in public primary schools. 
This one wrong step taken by the Marxist 
government in its nationalist zeal towards 
promoting the mother tongue, took its toll 
on thousands of young learners. Today they 
continue to be disadvantaged in a globaliz- 
ing Indian society where fluency in English 
is held as the premium factor for success. 

Good tidings finally came to the people 
of West Bengal in 2001, when a long-over- 
due change of leadership took place. The 
nonagenarian Mr. Basu finally handed over 
the reins to his chosen successor, Bud- 
dhadev Bhattacharyya. The timing was 
perfect, and the new chief minister showed 
that his governing style matched the needs 
of the present day. He decisively abandoned 
the draconian rule banning English in 
West Bengal’s primary schools, and adopt- 
ed other progressive measures. However, 
it will take years to regain the lost ground, 
because the present generation of teachers 


was not taught English until Grade 6, so 
their competence is questionable. 

The redeeming feature is that in these 
months preceding the election there have 
been some vital changes made by the Chief 
Minister. He has chastised three of his 
old-guard ministers for their miserable 
failures in promoting education in West 
Bengal in the past 25 years, and he has pre- 
vented these ministers from standing in 
the forthcoming elections. A new broom 
has started sweeping away all the cobwebs 
out of the Writers Building, where the 
chief minister’s offices are located. 

Contrary to communist wisdom, the 
chief minister has been active in promoting 
overseas private investment in the state, in 
manufacturing, real estate, retail and soft- 
ware sectors. He had reined in the party’s 
militant trade union namely, CITU, or the 
Center of Indian Trade Unions, long seen 
as an enemy of private business. He has dis- 
posed of failed policies which bled the pub- 
lic exchequer dry. 

As a result, the state has witnessed a 
rapid growth in manufacturing, real estate, 
retail and software sectors in the last five 
years. This turnabout has occurred because 
of changes in the thinking processes of the 
newer crop of educated leftist leaders. 

Mr. Bhattacharyya has sized up the sit- 
uation, and decided that if he let the tide of 
the Indian economic boom pass West Ben- -+ 
gal by, then his political party would have 
no future left in the country. He has quick- 
ly put on a new political face, welcoming 
foreign direct investors with their venture 
capital to enter the state, where labor is still 
cheap, resources plentiful, and human in- 
telligence and potential vast. 
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He has faced strong opposition from 
the party’s old guard. But his party has had 
no option but to support him. They cannot 
afford to lose their bastion of West Bengal. 
They have realized that the state and its 
people cannot be taken for granted any 
longer. The people may vote for them in 
the absence of any credible and organized 
opposition, but the party can sense the dis- 
may and anger against their failure to de- 
liver in real and tangible terms. West 
Bengal state has also seen a fresh surge of 
Maoist (formerly Naxalite) violence 
against the state, in some of the most back- 
ward tribal areas. 

The new road to prosperity in West 
Bengal has already been discovered by the 
Marwaris, a minority business community 
who originate from Rajasthan and who ar- 
rived in Kolkata more than a century ago. 
As a shrewd business community, they 
have sensed the winds of change. Starting 
10 years ago, they quietly set about acquir- 
ing land and buildings from cash-strapped 
families owning ancestral property. 

Changes in the city’s decrepit infra- 
structure have begun to show. For some- 
one who last saw Kolkata a decade ago, the 
changed scenario is dramatic: skyscrapers 
rising everywhere with construction sites 
all over the city and suburbs. Neighbor- 
hoods have changed, familiar landmarks 
are missing, and there is an air of flourish- 
ing prosperity. 

There is also a plethora of expensive pri- 
vate schools springing up everywhere. 
Fleets of school buses belonging to different 


The Communist Party leader has quickly put on a 
new political face and welcomed foreign investment. 
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schools ply the city streets as never before. 
Parents seem to have a range of options to 
consider when placing their child in his or 
her school—they might make their decision 
based on the school’s proximity to home, 
tuition costs, and its distinct mission state- 
ment which might strike a chord in them. 
The attractions of these various schools can 
be read in advertisements in the hoardings 
at street corners. Free and fair competition, 
a mark of the present global economy, has 
come to prevail even in the realm of educa- 
tion in West Bengal. 

Thanks to the chief minister’s enlight- 
ened reforms, conditions are now ripe for 
establishing Kolkata as a new Indian center 
of information technology. The govern- 
ment is on its way to providing the neces- 
sary infrastructure 
improvement, land deals, and a more effi- 
cient bureaucracy to attract high-tech 
workers, as other Indian cities have done. 

The government of West Bengal is one 
of the world’s last communist holdouts. 
But it has deliberately strayed from the or- 
thodox models that once dominated in So- 
viet countries. Now, when the global 
market economy beckons the youth as well 
as the older generation with the lure of im- 
mediate gratification of material needs, of 
choices and varieties of goods that beckon 
out of brimming shops, malls and super 


incentives in 


bazaars, the Marxist state dares to relax 
its grip and refrain from accusing the pub- 
lic of being “bourgeoisie.” They have 
learned to be pragmatic in the face of fad- 
ing ideologies. = 
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REVIEW: How do you see the economic rise 
of China and its effect on U.S. economic in- 
fluence? 


JH: If you look as I do at demography, as I 
do, around 2030 there will be really big de- 
mographic changes confronting China. By 
then, China will be at least 10 or 15 years 
into a declining population, and more im- 
portantly a declining, aging population. By 
2030 it will no longer be the largest coun- 
try in the world. It will still be a giant, 
but India will be number one, at 1.3 bil- 
lion people. China then is set to become an 
aging giant. This will mean an enormous 
change for China in terms of its self-im- 
age and its economic system. The Chinese 
won't have the abundant labor force that 
they have now. Population won’t go down, 
but labor force will. In economics this is 
the worst thing that can happen: They still 
have the same number of mouths to feed 
but fewer people to work. They’re going 
to have the same problems relating to an 
aging population that Japan and Europe 
face, but it will play out in a completely dif- 
ferent way. 

By 2050, the death rate [in China] will 
go up. This will be extremely problemat- 
ic for China’s current system. China will 
have to cope by becoming more technol- 
ogy-based, not just relying on its current 
system of increasing production by mak- 
ing more heavy capital investment. 

If you look at the U.S. over the last 10 or 
15 years, you see that 40% of its growth in 
productivity has come from physical capi- 
tal investment and 40% comes from intan- 


AMES E. HOWELL, the Theodore J. Kreps professor of economics, emeritus, at 
Stanford University’s Graduate School of Business, met with REVIEW staffer 
William MacNamara to discuss the future of Asian economies. 


gible investment—science and technology. 
A further 12% comes from improvements 
in the quality of labor force. This is a dra- 
matic shift compared to 20 years ago, 
when most productivity growth came 
from physical capital investment. China, 
too, will have to move in the direction of 
rich countries by relying more on people 
and technology. It will have to make a big 
transition from adolescence to maturity, 
which means less reliance on bricks, mor- 
tal and steel. 

By 2015 to 2020, China’s [annual] 
growth rate will probably drop to 5% or 
4%—that’s still high, but it will show that it 
is moving in the direction of being a devel- 
oped country ... But by 2030 China should 
be number one in the world in terms of size 
of the economy. The United States should 
be close by. 

If the U.S. keeps its head on its shoul- 
ders about its economic policy, this should 
present no problems for its economy, al- 
though it will present problems for peo- 
ple who like to look back in time and can’t 
stand that they’re no longer number one. 


REVIEW: Does Japan stand a chance of 
maintaining its number two position in the 
world economy in the next 30 years? 


JH: I'd say chance is close to zero. Even 
if they recover spending, they still have 
their demographic problems, which are 
severe. I don’t think that either Japan or 
Europe will be able to solve their basic de- 
mographic problems. But there is another 
problem that I don’t hear talked about. The 
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Japanese went through a lot of emotional 
shocks in the 1980s and early 1990s. The 
U.S. went through almost exactly the same 
shocks from 1929-36. There were two re- 
cessions in that period, and we had what 
the Japanese had—five or six years of de- 
flation. The relevant thing is, Americans 
who lived through that time remember it 
for 30 or 40 years and act accordingly, even 
if they were kids. They become cautious. 
We saw this in the U.S. when we saw in 
the 1980s an interest-rate spike, but a lot of 
people kept their money in savings banks 
at 1% or 2% rates of interest. People who 
had lived through the 1920s and 1930s said, 
it’s was because they would never trust 
any financial institution again. Japanese 
have that kind of overhang. They may face 
for the next 20 years the memory and the 
shock of deflation. It will take a long time 
to shake off that shadow. 


REVIEW: Is there a chance of integration 
happening in Asia along the same lines as 
in Europe? 


JH: ... ultimately I don’t see any big coun- 
try in Asia subordinating its national ego to 
smaller ones. It’s hard to find any basis for 
economic integration. 

But I was struck five or six years ago 
when Chile applied to NAFTA. About a 
month after Chile said it would file an ap- 
plication to join, South Korea’s foreign 
minister issued a press release saying, if 
Chile were admitted, South Korea would 
like to apply to join NAFTA too. South Ko- 
rea, that great North American country. 
But geography doesn’t mean what it used 
to mean. The South Koreans said, in time- 
distance we are as close to North Ameri- 
ca as Chile is; We are a bigger supplier to 
the U.S. than Chile; We buy more from 
the U.S. than Chile does. The State De- 
partment said, we haven’t thought about 
it, but we have no objection to South Ko- 
rea. Two weeks later, the foreign minis- 
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ter of Singapore said, if South Korea joins, 
maybe we could apply to join. These coun- 
tries all need trade access to the U.S., as 
does India and Japan, and all could work 
out either bilateral deals with the U.S. or 
multilateral deals with its trade zones. So 
I think NAFTA is likely to become a Pacific 
alliance. Saying that, I think it would be 
a loose alliance—it will not be like the Eu 
but also not as loose as Asean. Would give 
Asian free trade access to the U.S. That 
seems much more likely to happen than 7 
getting all of East Asia to agree to some- 
thing given their historical animosities. 


REVIEW: Is there an aspect of Asian eco- 
nomics that is particularly misunderstood 
or overlooked by U.S. policymakers? 


JH: I think I can find it in Mr. Bush’s State 
of the Union message. He called for an 
increased emphasis on R&D, and men- 
tioned $50 billion a year. He said this was 
designed to combat Chinese and Indian 
technological pressure on the U.S. I don’t 
think I’ve ever heard a bigger non sequitur 
except from a seven year old. China and 
India are not major technological threats 
to the U.S. They might be in the distant 
future, but they are not now. What is es- 
sentially going on now is low-tech trade. If 
Mr. Bush wanted to help the U.S.—as well 
as China and India—he should encourage 
it. Because trade benefits all those who 
participate in it. Trade essentially increas- 
es the variety of goods, the cost of goods, 
and the quality of the goods in any coun- 
try. Those three things combine to raise 
the incomes. So Sino-American trade, and 
Chinese exports, can raise incomes in both 
China and the U.S. American exports to 
China—which are huge—raise incomes on 
both sides of the Pacific. The other reason 
this is so ridiculous is because the biggest 
technological threats to the U.S. are from 
small European and Asian countries—not 
from China or India. 1 
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The Imperative of 
Information Freedom 


by Hu Shuli 
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HE AGE OF Confucius’ 
maxim, “People should 
do what they are told 
and don’t need to know 
why,” should end. 

After a long period of lobbying, the 
Government Information Release Ordi- 
nance may be promulgated this year. That 
will be the most exciting big news of re- 
cent times. 





The correctness and significance of re- 
leasing government information are well 
appreciated. “Sovereign rights lie in the 
hands of people,” and a modern and demo- 
cratic government should be one of infor- 
mation openness and transparency. 

From the perspective of business, after 
determining the reform direction of the 
market economy, this is one of the neces- 
sary guarantees to establish justice and a 
transparent administrative management 
system. Moreover, the transparency of gov- 
ernment behavior should not only be pro- 
moted, but it also must be normalized by 


legal forms and established enforcement. 
Just as releasing information is mandatory 
in stock markets, so the release of govern- 
ment information, once legislated, becomes 
an obligation of the government. 

Perhaps that’s why the process of man- 
dating the release of government informa- 
tion has been extraordinarily difficult. 
The Chinese Academy of Social Science 
started research on information-transpar- 
ency legislation in 1999, and it was as- 
signed by the Information Office of the 
State Council to draft the Government In- 
formation Publication Ordinance in May 
2002. However, although they were only 
trying to put through an ordinance instead 
of a law, it was so difficult that the ordi- 
nance was only scheduled as second-class 
legislation for two years. Then this year it 
was upgraded to first class in the State 


so This is an excerpt from an essay which origt- 
nally appeared in the April 17 issue of Caijing 
magazine. The translation is by Xiachui Re- 
stall. 


Council’s legislative calendar, and there- 
fore the draft must be completed and pro- 
posed for examination within this year. 

We have no way of knowing the spe- 
cific content of the draft of the ordinance, 
which should be almost complete by now. 
According to some experts, and taking 
some relevant laws and regulations in oth- 
er countries as references, we can expect 
some entirely new basic systems to be in- 
troduced in China: 

æ The release of information, including 
proactive and passive release by the govern- 
ment. Proactive release is done by govern- 
ments’ departments according to their 
functions and powers, and it is their own 
responsibility. Passive release happens 
when citizens inquire. Any citizen has the 
right to ask an administrative department 
to provide information to a specified per- 
son, as long as the information is not pro- 
hibited by law. That means after the 
publication of the ordinance, government 
will have no reason to withhold informa- 
tion from people’s inquiries. 

æ In the past, when public attempts to 
obtain government information were re- 
buffed, one common excuse was that the in- 
formation was “confidential.” However, 
the ordinance will establish the principle 
of information release, and not to release 
will become the exception. After the law 
clearly lists what information cannot be 
released, the rest will be cleared to allow 
release—that is “without exception.” 

“Negative” information on government 
activities—involving mistakes, corruption, 
low efficiency and the like—will be treated 
the same as “positive” information, such 

as high efficiency, accomplishment and 
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awards, and should all be released. 

æ Ifa citizews request for information 
release is rejected, he can ask for the help of 
the relief system. This system will ensure 
the enforcement of laws. Citizens have two 
choices to activate the relief system: one is 
to seek for administrative relief and ask for 
approval from higher administrative de- 
partments; the other is to seek for legal re- 
lief and protect his rights and benefits 
through litigation. 

It’s not difficult to anticipate what a 
shock it will be once these new systems 
alter the code of conduct for government 
departments. We can expect difficulties 
when the laws are first promulgated, espe- 
cially as they will only appear in the form 
of regulations. This means its legal power 
is inferior to laws, it only restrains govern- 
ment and therefore its end result will be 
greatly weakened. 

Under the current situation, the consti- 
tution and government framework is still 
imperfect, the predominance of adminis- 
trative power has not changed entirely, and 
the monitoring function of the media still 
needs to be protected and promoted, so it is 
unrealistic to expect the information re- 
lease system to have an immediate and dra- 
matic effect. from the 
millennia-old “people should do what they 
are told to do and don’t have to know why,” 
to the decades of “secrecy and more secre- 


However, 


cy,” to today’s pursuit of government infor- 
mation transparency through legal 
measures, Chinese people will not let the 
opportunity slip away easily. When looking 
back again after thousands of years, Chi- 
nese people will see that today is another 
new milestone in their history. i 
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REVOLUTION, RESISTANCE, 
AND REFORM IN VILLAGE CHINA 
by Edward Friedman, 

Paul G. Pickowicz, and Mark Selden 
Yale University Press, 368 pages, $45 


NARRATIVES OF THE CHINESE 
ECONOMIC REFORMS: INDIVIDUAL 
PATHWAYS FROM PLAN TO MARKET 

Edited by Dorothy J. Solinger 
Edwin Mellen Press, 127 pages, $99.95 
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Reviewed by BRUCE GILLEY 


VERY COUNTRY HAS its national 
myths. However, in most places, 
they are constantly challenged by 
individual voices, new historical interpre- 
tations and changing social values. What 
sets China apart is the general immunity 
of its myths to any such challenges. The 
reason for this, of course, is that they are 
manufactured by an unelected regime that 
both controls information about and re- 
presses deviant valuations of the past. 
One example of this is found in Revo- 
lution, Resistance, and Reform in Village 
China, the magnificent culmination of a 
25-year study of a single village in north- 
ern China whose two volumes now stand 
as the best single narrative of China’s vio- 
ient 20th century. It recounts how the offi- 
cial village history was rewritten in 1973 to 
reflect official views of the time about sev- 
eral things: the Soviet Union (changed to 
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national affairs at New York’s New School Uni- 
versity. He is the author of China’s Democratic 
Future (Columbia University Press, 2004). 
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bad), the United States (changed to good), 
former Party theorist Chen Boda (changed 
to bad), the Maoist model village Dazhai 
(uncertain, so deleted), the giving of char- 
ity during the 1959-61 Great Leap famine 
(embarrassing, so deleted), and the pop- 
ularity of the village’s pre-Revolutionary 
collectivization (celebrated in 1953, down- 
graded in 1963, but now back in favor un- 
der the Gang of Four). 

The result of this constant revision is 
that there is no genuine national narrative 
in China to speak of. As the experiences of 
former communist states in Europe show, 
this can be dangerous, because it creates 
massive social disorientation and disil- 
lusion once the regime falls and history 
returns with a vengeance. Peasants and 
pensioners cling to the old official narra- 
tive for comfort as a flood of archives and 
new social values submerges it. The shared 
sense of national history on which politi- 
cal community rests falls apart, opening 
the way for cynicism, selfishness and a 
legitimacy crisis in the new state. Many 
blame the new regime for the problems. 
But the real problem is the old regime’s re- 
pression of popular memories and narra- 
tives of the past. 

As with so much of contemporary Chi- 
na’s politics, the organic social process of 
remembering and mythologizing the past 
takes place in exile. The two books here 
are the latest examples of exiled unofficial 
narratives. Revolution, Resistance, and Re- 
form centers on rural memory while Nar- 
ratives of the Chinese Economic Reforms is 
mainly about urban memories. Both are 
deeply at odds with China’s official myths 
of the reform era. 

The crowning achievement of Revolu- 
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tion, Resistance and Reform, building on 
a predecessor volume Chinese Village, So- 
cialist State (published by Yale in 1991 and 
in a censored version in China in 2002) is 
to show how little has changed between 
prereform and reform-era China. By trac- 
ing the village of Wugong since 1943, the 
authors show convincingly that the twin 
forces of revolution and reform have been 
constants since 1949. 

Another constant has been the vul- 
nerability of the village to the whims and 
currents of national political events. The 
social narrative of resistance to central- 
izing tyranny from Beijing and its local 
acolytes is the only constant. Villagers set 
pothole traps hoping to trap luxury cars 
of cadres so they can drag them out and 
beat them. The moral outrage caused by 
the fictitious official narrative of rural ad- 
vance is so great because the reality is that 
rural life has changed so little. Indignity 
remains the norm, however many televi- 
sions people own, and it is dignity that 
matters above all. 

Narratives contains many such disjunc- 
tive accounts of reforms. As Tim Oakes 
notes of an entrepreneur surnamed Wang 
in Guizhou Province, people use the offi- 
cial narrative for their own ends, knowing 
full well it is a sham. Mr. Wang attributes 
his success to a Party meeting in 1978 
when in fact his success began with petty 
trading in cotton yarn and tobacco from 
the early 1960s onwards. “[Mr.] Wang’s re- 
invention of this moment is still revealing 
of a mind that has been able to adapt that 
orthodoxy to his own life story,” writes 
Mr. Oakes. 

Anthropologist Yan Hairong’s account 
of migrant nanny Hua Min represents 
a stark rebuttal of the national myth of 
thrusting individualism in reform China. 
While Ms. Hua manages to cling to life as 
a migrant worker, the costs of the transi- 
tion from village life are so steep that she 
concludes, “I don’t think all the hardships 
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I have experienced can be balanced off by 
these [successes].” 

Ms. Hua’s summary statement is frank- 
ly a bombshell for the entire utilitarian 
logic of Chinese reforms which have been 
at base rooted in a notion of acceptable 
sacrifices—of some for others, of one’s past 
for one’s future—that all Chinese alleged- 
ly embraced and thus sanctioned. China’s 
people, it turns out, are not “ends-ori- 
ented” agents willing to put up with any 
amount of injustice and heartbreak. In- 
deed, if Hua Min is any indication, they 
flatly reject that model. The losses of the 
reform process have cancelled out the 
gains. 

These personal, on-the-ground views of 
reform are the stuff that scholars and poli- 
cymakers should use to form their opinions 
about China. Scholars, like propagandists, 
are drawn to the success stories, the self- 
made men and women of reform China. 
Yet even their stories, when properly told, 
reveal deeply disturbing trends. What of 
the many more people who were unmade 
or simply not made by reforms? 

Jean-Louis Rocca’s Mrs. Zhang is one 
such person. She is laid off from a state 
company in 1997, followed by her husband 
the following year. Her brother contracts 
multiple sclerosis just as state funding for 
drugs is cut off. As the story closes, her 
apartment building is about to be demol- 
ished to make way for the 2008 Olympics, 
threatening higher rents in alienating sub- 
urbs that will claw back the temporary 
reprieve in finances she has won by nan- 
nying for foreign families in Beijing. 

In both books, we find something close 
to the real China: Everyone breaks the law 
and relies on connections to get ahead. An 
astonishing number also seem to get hurt 
in the Dickensian conditions of boom Chi- 
na: Mr Wang is so badly injured in a fire- 
works explosion that “he now has mangled 
stubs instead of fingers.” Ms. Hua’s fetus 
dies at five months because she is over- 
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worked, and she later suffers a major eye 
injury from a shoddy luggage strap that 
breaks. Her cousin leaps into the local 
river after going bankrupt while villag- 
ers look on indifferently. The daughter of 
a Yunnan Province entrepreneur named 
Akheu is killed in a truck accident. 

These personal narratives strain inef- 
fectively against the official narrative of 
success and advance. One result is that 
the official Maoist past is now claimed as 
the genuine national narrative displaced 
by the official reformist one. Nostalgia 
for Maoism in today’s China is grievance 
displaced from the present. As Dorothy 
Solinger notes of her Mrs, Zheng, a shoe- 
repair woman in the central city of Wu- 
han: “Nostalgia for a misremembered 
past” is in fact “a recital of justice forfeit- 
ed” in the present. The consequences of 
this for China’s postauthoritarian future 
should make us shudder. 


THE MERCHANTS OF ZIGONG: 
INDUSTRIAL ENTREPRENEURSHIP 
IN EARLY MODERN CHINA 
by Madeleine Zelin 
Columbia University Press, 
432 pages, $45 
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Reviewed by WILLIAM MACNAMARA 


HE TYPICAL CHINA boom story 
T describes the present as a unique 

juncture in history, as the coun- 
try starts spewing forth mBas, building its 
first professional companies, and generally 
learning how to be capitalist. Finally, most 
observers say, a commercial revolution is 
underway in a country whose culture pre- 
viously stunted its economic performance. 
Gone are decades of communism as well 
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as the “anticommercial” Confucian order 
that preceded it for millennia. 

In this microhistorical gem, Madeleine 
Zelin reminds us that business genius is 
nothing new for China. 

Ms. Zelin, a Columbia University his- 
torian, leaves it to others to carry this 
conclusion across the centuries and, say, 
contrast the sophistication of Tang dy- 
nasty merchants with the parochialism of 
their European contemporaries. Instead 
she focuses on a more prosaic subject—the 
salt industry. By analyzing its rise and fall 
in a remote corner of China, Ms. Zelin suc- 
ceeds in recasting prevailing conceptions 
of Chinese industrialism. 

Her study spans a transitional peri- 
od from the late Qing dynasty to the late 
Republican era, or from the 1850s to the 
1930s. Toward the end of this period, pro- 
to-modern industry was emerging in some 
regions in China, like Shanghai and the 
Anshan steel yards in Manchuria. Unlike 
these eastern industrial complexes, the 
great salt yards around Zigong—in interi- 
or Sichuan Province—were removed from 
foreign investment and isolated by poor 
infrastructure. 

Nevertheless they became enormously 
productive. By the turn of the 20th cen- 
tury, half a million workers were drilling 
wells, pumping brine, stoking evaporation 
furnaces, constructing pipelines, corral- 
ling buffaloes and striking deals, all to ex- 
ploit the mother-lode in China’s Salt City. 
The growth of Zigong’s yards represents 
“indigenous” Chinese industrial develop- 
ment, according to Ms. Zelin. 

She does not dwell on salt production 
itself as much as how the concentration 
ofa valuable commodity advanced entre- 
preneurship, industrial organization and 
technological innovation. From the start, 
salt entrepreneurs faced the difficulties of 
an extremely capital-intensive business. A 
decade of well-drilling could go by—along 
with tens of thousands of taels—before a 
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subterranean brine spring was hit and the 
salt producer could begin to recoup his 
investment. 

Unable to manage these capital de- 
mands individually, Zigong well investors 
formed shareholding partnerships that 
came to resemble modern consortia. These 
partnerships, or groups of unrelated profi- 
teers, were remarkable in an imperial age 
when most business was family-owned. 
The partnerships became so complex 
that their shareholders—representing in- 
dividuals, companies, banks and lineage 
trusts—often hired independent managers 
to organize the partnership’s capital and 
ensure that this capital kept being propor- 
tionally pumped back in to the well ven- 
ture. In the event that a consortium lost 
patience before a well “came in,” elabo- 
rate recapitalization contracts were de- 
vised to allow new investor groups to buy 
the first partnership’s debt and continue 
drilling—on the condition that the first 
partnership receive a fraction of the prof- 
its should brine eventually be struck. This 
innovative arrangement, in turn, led to an 
early and vibrant share-trading market in 
Zigong, as investors entered well-drilling 
partnerships in order to speculate on the 
sale value of their shares. 

Innovations in investment structures 
were just one outgrowth of a free-en- 
terprise spirit prevailing in this “back- 
wards” region of late imperial China. 
During the 1850s, Zigong merchants saw 
booming market opportunities for their 
salt as the Qing state, weakened by the 
Taiping Rebellion, relaxed regional salt 
market restrictions. These merchants 
moved in to fill demand, and increased 
demand placed a competitive stimulus on 
them to refine their methods in order to 
increase production. 


Sichuan salt manufacturers of the late Qing formed complex 
shareholding companies, innovated, even established brands. 


Until state salt-market regulations were 
reintroduced in 1877, Zigong’s economic 
climate seems to have resembled the free- 
for-all contemporaneously prevailing in 
the eastern Pennsylvania oilfields around 
Spindle Top. Those conditions produced 
John D. Rockefeller and the Standard Oil 
Trust. In Zigong, a different kind of trust 
company emerged. 

One of Ms. Zelin’s most striking claims 
is her identification of Zigong’s great lin- 
eage trusts as forerunners of the modern 
corporation. Some Zigong salt tycoons, 
like Wang Langyun, received their start- 
up capital from family trusts that were tra- 
ditionally intended to funnel inheritances 
and pay for ancestral sacrifices. When 
Wang struck brine in his first well invest- 
ments in the 1830s, he organized his ex- 
panding assets within the traditional trust 
structure while reinventing it as a holding 
company and investment vehicle. 

Stipulating that all money left over 
from family expenses would be reinvest- 
ed corporately, Wang and other merchants 
introduced a structure that allowed con- 
solidated salt-industry assets to resist the 
intergenerational tendency toward frag- 
mentation. A hierarchy of management 
offices was introduced to professionalize 
the day-to-day operations of the wells and 
furnaces, while family members met once 
a year to plan investment strategy. 

Such corporate innovations enriched 
Zigong’s large lineage trusts and allowed 
them to create vertically integrated salt 
companies. In their heyday in the late 19th 
century, these trusts owned brine wells, 
gas wells, furnaces, pipes, buffaloes—each 
component of the salt manufacturing pro- 
cess—and even developed wholesale dis- 
tribution networks to market their salt 
under their own brand. 
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Ms. Zelin’s assertion that these trust 
companies represent an advance in Chi- 
nese industrial development is credible. 
Their successors can be seen in China’s 
modern private corporations. The similar- 
ities extend from their management struc- 
tures to their integration strategies—and 
all the way down to their labor pools. 

While the phenomenon of farmers 
leaving the countryside to work in indus- 
trial centers is often seen as a product of 
the Deng Xiaoping era, migrant labor was 
present in 19th century Zigong too. “The 
wells and furnaces of [Zigong] operated 
24 hours a day, every day of the year, ex- 
cept New Year’s Day,” Ms. Zelin states. 
The salt companies’ demand for industrial 
labor meant that “almost all of the work- 
ers who came to the ... yard severed their 
ties with the land.” Ms. Zelin concludes 
that the Zigong salt worker “was thus one 
of the first examples of the genuine prole- 
tarianization of the workforce in China.” 

Zigong’s great lineage trusts were 
mostly bankrupt by the 1930s. This was 
partly due to technological innovations 
that they could not keep pace with. More 
importantly, however, their demise relates 
to a “new relationship between state and 
society” that was unfolding Ms. Zelin uses 
this phrase to describe the impact of tax 
reforms on the Sichuan salt market. But it 
is also a convenient frame within which 
Chinese business development in the 20th 
century can be understood. 

Even as market competition was fos- 
tering technological improvements (like 
mechanized drilling) in early 20th century 
Zigong, the foundations of the salt yards’ 
productivity were being undermined. 
First came the fall of the old regime in 
1911. In the following three decades of in- 
stability, a succession of Sichuan warlords 
used the Zigong salt yards as the cash cow 
for their armies. The regional salt market 
contracted under the disruptions of the 
warlord era, and ad hoc taxation pushed 
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many indebted companies—such as lin- 
eage trusts—over the edge. The industry 
fragmented. 

Ms. Zelin details how the salt mer- 
chants of this period responded to new 
conditions as creatively as their prede- 
cessors. Some large producers attempted 
to boost their profits by organizing a salt 
cartel and manipulating supply. Others 
navigated the new relationship between 
politics and business by running small- 
scale operations and good guanxi with 
local warlords as their overarching busi- 
ness strategy. The industry continued to 
fluctuate, receiving a pathetic boost from 
the Sino-Japanese War. Ultimately, its pri- 
vate enterprise tradition collided with the 
Communist Revolution. 

Given that the Zigong salt industry, pow- 
ered by technological breakthroughs, was 
reaching peak productivity in the 1930s— 
exactly when a destabilized market could 
not support its salt output—it is tempting 
to wonder what trajectory the Chinese 
economy might have taken if Zigong-style 
industrialization had been allowed to play 
out under more stable political conditions. 
But such speculation ignores the fact that 
commercial development in any country is 
never linear or stable. Regardless of politi- 
cal conditions, each new generation is li- 
able to redirect the course of the previous 
generation’s ways of doing business—as 
the three generations of Chinese mer- 
chants surveyed in the book indicate. 

It is also misguided to assume that any 
political ideology—such as Maoism—can 
extinguish a culture’s commercial capac- 
ities. The Chinese economy is presently 
booming not because darkness turned to 
light 25 years ago, but because Chinese 
people are simply continuing to make the 
most of their opportunities along an eco- 
nomic course whose shifts have always 
required adaptation. Their capitalist 
skills—illegal only for a blip of historical 
time—remain in living memory. 
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THE RISE OF THE CHINESE CONSUMER: 


THEORY AND EVIDENCE 
by Jonathan Garner 
John Wiley & Sons, 312 pages, $60 


BILLIONS: SELLING TO THE 
NEW CHINESE CONSUMER 
by Tom Doctoroff 


Palgrave Macmillan, 240 pages, $27.95 
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Reviewed by RICK CAREW 


HE CHINA MARKET is a cruel 
temptress. She dangles her cus- 

tom before foreign multination- 
als, promising an endless stream of growth 
and profits. She toys with the new and cos- 
mopolitan, but remains ever-so-hard to 
please and pinches pennies. Meanwhile, 
her conservative parents, the Chinese 
Communist Party cadre, stand on guard 
to protect her from harmful foreign in- 
fluence, and perhaps to steer her toward 
their preferred mate—that nice Chinese 


firm down the street. 


For foreign companies trying to marry 
their products to China’s explosive con- 
sumer market, the potential and pitfalls in 
this courtship are in the extremes. By even 
conservative calculations, China willsoon 
become—or is already—the world’s largest 
market for new purchases of everything 
from televisions to personal computers 
to automobiles. The Chinese already own 
30% of the world’s mobile phones, while 
U.S. consumers own a 17% share. Between 
now and 2014, Chinese will buy 358 mil- 
lion more mobile phones, accounting for 
44% of new global demand. That promise 
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Foreign companies need to tap into the 400 million potential 
customers found in China’s inland second-tier cities. 


has pushed almost all of the world’s big- 
gest companies to put tapping the Chinese 
market at the top of their wish list. 

Fortunately, that goal coincides with 
the Chinese government’s wishes. Bei- 
jing’s new five-year economic blueprint 
passed in March made boosting domestic 
consumption the country’s top priority. 
The plan aims to have stronger domes- 
tic demand reduce China’s bloated trade 
surplus, ease pressure on the yuan to rise, 
and funnel less savings into the inefficient 
banking sector whose loose lending drives 
overinvestment. 

But despite these common goals, mar- 
ket share and profits still elude the ma- 
jority of foreign firms betting on China’s 
masses. The main culprits are cultural 
miscues, competitive local producers with 
government backing and an opaque regu- 
latory framework. All these make tapping 
China’s potential a complex and frustrat- 
ing endeavor. 

These two books dive into these issues 
and come up with several helpful nuggets. 
First they debunk the myth of China as a 
market of 1.3 billion consumers. In real- 
ity, only about 500 million Chinese—the 
urbanites—earn enough income to spend 
beyond their basic needs. The other 800 
million remain stymied in rural poverty 
and are unlikely to become buyers of non- 
essentials in the next 10 to 15 years. 

Of those 500 million consumers, Tom 
Doctoroff estimates that most foreign 
companies now restrict their marketing 
to just 100 million, the elite in China’s de- 
veloped coastal cities. Both Mr. Doctoroff 
and Jonathan Garner point to the impor- 
tance of reaching those 400 million extra 
consumers, who are mostly found in Chi- 
na’s inland second-tier cities. This crucial 
market is less worldly and more price-sen- 
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sitive than the elite, making them less re- 
ceptive to foreign branding and unlikely 
to return big margins. Instead they offer 
companies volume sales. 

Besides being a smaller market than 
touted, the Chinese population is also 
rapidly graying. Mr. Garner predicts the 
number of Chinese between 20 to 24 years 
old will fall to less than 60 million by 2024 
from 120 million in 1994. But, those in the 
50 to 54 year old age bracket will triple to 
120 million from 40 million over the same 
period. This age migration may end up 
making China the promised land for in- 
surance firms and Pfizer’s Viagra. 

Mr. Garner points out that many prized 
sectors contain Chinese firms holding 
dominant market positions, limiting the 
scale of profits likely to find their way into 
foreign pockets. For example, Chinese 
banks have tremendous networks scat- 
tered across the country, making them less 
efficient but better able to tap the attrac- 
tive and profitable consumer banking mar- 
ket. The largest domestic bank, Industrial 
& Commercial Bank of China, has 18,000 
branches. The largest foreign bank in Chi- 
na, HSBC, has just 22 outlets. Many foreign 
banks, who look smart now, have adapted 
by investing in these Chinese giants rather 
than facing them head-on. 

Few consumers in Mr. Garner’s survey 
differentiate between the quality of for- 
eign and local products. That should scare 
foreign firms hoping to price their prod- 
ucts at a premium against low-cost domes- 
tic competitors. In fact, Mr. Garner finds 
in his survey that national pride is a strong 
source of brand loyalty. That will be a key 
point as many companies decide whether 
to wrap their products in the Chinese flag 
ahead of the 2008 Beijing Olympics. 

Mr. Doctoroff gives examples of how 
China’s growing nationalism can thwart 
a slick marketing campaign. In 2004, Toy- 
ota launched a print advertisement depict- 
ing two stone lions—traditional symbols of 
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Chinese strength—bowing to the Japanese 
car. The ad provoked a swift response and 
the government seized on anti-Japanese 
sentiment to attack the poorly conceived 
ad. Later, when anti-Japanese protests 
gained force in the spring of 2005, boy- 
cotting Japanese goods became a prime 
weapon of the movement before the gov- 
ernment called it to a halt. Mr. Doctoroff 
also cites the case of a playful Nike com- 
mercial featuring basketball sensation 
LeBron James squaring off against kung 
fu masters. The State Administration of 
Radio, Film and Television quickly pulled 
it from the airwaves. 

But the Chinese government can also 
play a more nefarious role in the business 
world. When U.S.-based Apex Digital Inc., 
a reseller of Chinese TV sets to American 
retailers, failed to repay its government- 
owned supplier, Sichuan Changhong Elec- 
tric Co., the local police arrested Apex’s 
president, David Ji. The local govern- 
ment has held the Chinese-American and 
U.S. citizen captive since October 2004 
in hopes of squeezing repayment out of 
Apex. The case demonstrates the blurred 
line between politics and business and the 
absence of a court system able to effec- 
tively deal with contract disputes. 

Despite the fact that both books add 
value in different ways, neither is a Rosetta 
Stone for the businessman trying to make 
the most of China’s rise. Mr. Garner’s book, 
which is based on an extensive statistical 
survey, provides good reference material 
on sectors and segments, but fails to form 
a compelling narrative. Meanwhile, Mr. 
Doctoroff devotes an oversized portion 
of his book to an amateurish take on the 
roots and significance of Chinese culture, 
information better found elsewhere. He 
partially redeems himself later by provid- 
ing clear-sighted analysis on China’s ad- 
vertising industry and tactics to make the 
most of the Olympics, but it takes him too 
long to get there. 
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China is projected to reach 10.5% of 
global consumption by 2014 from around 
3% today. The rapid accumulation of 
wealth, spreading more widely among ur- 
banites, seems destined to transform China 
from the world’s factory to its most fero- 
cious consumer. The prime lesson these 
two books bring home is that the promise 
of China is real, but only the clever suitor 
will reap the rewards of a happy marriage 
with the mainland consumer. 


JAPAN’S SEA LANE 
SECURITY, 1940-2004: 

A MATTER OF LIFE AND DEATH? 
by Euan Graham 
Routledge Japanese Studies Series, 
320 pages, $115 
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Reviewed by MARK J. VALENCIA 

HE RATHER PEDESTRIAN title 
veils an alarming view of what the 

author believes drives Japanese 
defense policymakers, both conceptually 
and strategically. Euan Graham argues 
that “the sea-lane issue demonstrates 
long-term continuity in Japan’s strategic 
geography” that “transcends its ‘experi- 
ment in constitutional pacifism.” Indeed 
he paints a picture of a Japan led by deci- 
sion makers who perennially perceive Ja- 
pan as a resource-poor island surrounded 
by a hostile international environment and 
therefore dependent on the sea not only for 
its prosperity but for its very survival. In 
this context, the book’s subtitle “A Matter 
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Exaggerated fears over sea-lane security could prompt 
dangerous moves by Japan in the East China Sea. 


of Life and Death?” is quite appropriate. 

What is alarming is that this is the type 
of thinking that generated the infamous 
Greater East Asian Co-Prosperity Sphere 
strategy and its horrific consequences. 
And if the author’s analysis is correct, Ja- 
pan, “unleashed by a fading alliance with 
the U.S.” could well attempt to expand its 
military (principally naval) influence all 
along what it perceives to be its vital sea 
lanes in Asia. This would in turn put it in 
direct competition and perhaps inevita- 
ble conflict with a China that is building a 
blue-water navy for the same purpose, as 
well as with indigenous states that have 
not forgotten their treatment during Ja- 
pan’s last adventure in Asia. 

A question not explicitly answered by 
the book is which of Japan’s sea-lane secu- 
rity policies are meant to further this goal 
as opposed to being contrived to justify 
contentious aspects of Japan’s assertive 
changes in its defense posture and in Ja- 
pan-U.S. alliance policies. The author ar- 
gues that the two are inextricably linked 
and that the latter (and thus to a degree, 
the former) has been heavily influenced by 
Japan-U.S. navy-to-navy relations, 

I would add that Japan’s slow but steady 
expansion of its naval capacity and geo- 
graphic coverage—from protecting sea 
lanes out to 1,000 nautical miles, to will- 
ingness to logistically support the U.S. 
Navy in the event of trouble in the Tai- 
wan Strait, to providing refueling and in- 
telligence support for the U.S. Navy in the 
Iraq war, to offering assistance in antipira- 
cy efforts in Southeast Asia—may also be a 
hedge against a day when Japan may have 
to face an assertive China in maritime Asia 
more or less on its own. | 

This book is based on the author’s dis- 
sertation at Australian National Universi- 


ty and it shows. It is methodical and well 
documented but rather turgid—the nine 
chapters each have their own conclusion, 
capped by a concluding chapter that tries 
to tie it all together. 

Specifically the book addresses two 
questions: “How has Japan’s vulnerability 
to the disruption of its sea lanes defined its 
perceived security imperatives and choices 
in defense and alliance policy since 1940, 
particularly in terms of decision-makers’ 
responses to changing strategic circum- 
stances?” And: “How has Japan’s vulnera- 
bility to sLoc (sea lines of communication) 
disruption been used instrumentally, as a 
rationale to legitimize politically or consti- 
tutionally problematic military activities 
in the postwar period?” 

The author concludes: 


[T]he strategic imperative of SLOC secu- 
rity has remained essentially consistent 
over time for Japan despite its shifting 
threat perceptions. However, material 
strategic calculations alone are insuffi- 
cient to explain policy responses linked 
with sea-lane security in the postwar pe- 
riod. Political advantages associated with 
the instrumental use of SLOC security has 
led decision-makers at various levels, in 
both Japan and the United States, to em- 
ploy such concerns to justify contentious 
aspects of defense and alliance policy. 


The first couple chapters detail Japan’s 
import dependence and define the con- 
cept of sea lanes in classical theories of 
sea power. Then the book delves into how 
Japan’s opening in the mid 1800s and rap- 
id industrialization led to dependence on 
maritime transportation. Japan’s concept 
of sea-lane security continued evolving 
from 1945 to 1977 through defeat, occu- 
pation, and the Cold War, and their effect 
on its government’s approach to security. 
There is considerable detail on the deci- 
sion-making process that elevated sea lane 
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security in Japan’s defense policy making 
and in its alliance with the United States. 
Moreover the book traces the use of sea- 
lane defense as an argument to strengthen 
the alliance and as justification for mod- 
ernizing the Self-Defense Forces as well 
as the expansion of its geographic defense 
“boundaries.” This leads into an examina- 
tion of the effectiveness of Japan’s diplo- 
matic efforts to maintain the security of 
the sea lanes, especially the shift of Japan’s 
security policy since the collapse of the So- 
viet Union ended its main raison d’être. 

Finally, the author focuses on Japan’s 
perception of its potential contemporary 
military threats, particularly that of China 
and North Korea. He argues that Japan’s 
fear of China’s rise and expanded geo- 
graphic influence has underscored the 
continuing necessity of sea-lane defense 
and prompted the geographic and func- 
tional expansion of its military capabili- 
ties. Such exaggerated fears could prompt 
dangerous moves by Japan in the ongoing 
confrontation with China in the East Chi- 
na Sea. Indeed, according to Mr. Graham 
the primary motivation for Japan’s defense 
policy is essentially fear—fear of isolation 
from its resources, either through compe- 
tition or the maritime hostility of a com- 
peting power. 

This leads to the question “whither 
Japanese security policy?” Could this pri- 
mordial fear eventually lead to Japanese 
military assertiveness? Unfortunately 
the book ends just where this important 
question arises. The final paragraphs do 
offer the author’s glimpse of possible fu- 
ture Japanese actions. For example he 
postulates that the “logistical difficulties 
of sustaining long-range operational de- 
ployments could prompt diplomatic ef- 
forts to secure staging arrangements in 
Southeast Asia” like those of U.S. He also 
projects a more active role for Japan in 
the U.S.-led Proliferation Security Initia- 
tive—actions which could trigger a violent 
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So who is most vulnerable to China’s rise? 


European workers, followed by Americans. 


response from North Korea or China. The 
author also suggests that Japan’s “sea-lane 
defense could be revived as a rationale to 
expand Tokyo’s territorially defined de- 
fense interests along a vast maritime arc 
linking Japan via Southeast Asia, to the 
Gulf. This could provide the impetus for a 
forward maritime defense posture either 
in alliance with a naval hegemonic power 
[the United States] or as part of an as yet 
undetermined maritime coalition.” 

This is clearly a book for realists and 
believers in the classical role of sea power. 
Japan may be a special case in this regard. 
However, I would have liked to have seen 
included an analysis of the possible insti- 
tutional and other systemic constraints 
on the worst-case scenario. These might 
include the reactive strategies and poli- 
cies of China, India and the Southeast 
Asian states, as well as the attitudes and 
actions of Japan’s domestic polity and the 
effects of changing energy and military 
technologies. 


CHINA SHAKES THE WORLD: 
THE RISE OF A HUNGRY NATION 
by James Kynge 
Weidenfeld and Nicolson, 304 pages, 
£18.99 
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Reviewed by HUGO RESTALL 


AMES KYNGE, FINANCIAL TIMES 

bureau chief in Beijing from 1998- 
` 2005, captures the ambivalence 
that many intelligent people feel about the 


rise of China. They understand rational- 
ly that this is a positive phenomenon and 
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that the burgeoning volume of trade ben- 
efits all. Yet they cannot help but be fear- 
ful of the dislocations engendered by the 
unleashing of such tremendous productive 
power. While there is much excellent re- 
porting here, however, this book doesn’t 
quite manage to put the dislocations into 
their proper perspective. 

The reference to China as a “hungry na- 
tion” in the title is typical of the problem, 
suggesting that the country is taking more 
than it is giving back. What is China hun- 
gry for? The answer seems to be resources 
and jobs. 

The first time the author realized that 
a tipping point had been reached was in 
early 2004, when manhole covers started 
disappearing all over the world. The ap- 
petite of Chinese industry for steel caused 
global ore prices to rise to the point that 
thieves everywhere had the same idea of 
selling the metal discs for scrap. 

Like many other foreign journalists in 
China, the author had spent “a lot more 
time researching and reporting on how 
the world was affecting China than on how 
China was affecting the world.” That sud- 
denly changed, and this book represents 
an early summing up of what he learned 
in reporting the first couple years of the 
China era. 

So who is most vulnerable to China’s 
rise? European workers, followed by 
Americans, while developing countries 
in Africa, Asia and Latin America largely 
benefit. That is contrary to the econom- 
ics textbook, which says that a developing 
country mainly competes against its peers, 
not the rich countries. China is exception- 
al, Mr. Kynge claims. 

The book delves into industrialization 
through the lens of Chongging, draw- 
ing an interesting parallel with Chicago 
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in the 19th century—both rapidly grow- 
ing metropolises situated at the heart of 
continental economies and networks of 
roads, railroads and rivers. But China dif- 
fers from industrial revolution Britain or 
emerging America in a couple ways. 

First, it is compressing an unprece- 
dented number of stages of development 
into a single period. Other late developing 
countries did the same thing, but the pro- 
cess is particularly pronounced in China. 
Some young people are leaving farmland 
essentially unchanged since the time of 
Confucius and jumping straight into the 
knowledge economy. 

More remarkable is the fact that Chi- 
na’s size creates qualitative as well as 
quantitative differences. While many ob- 
servers are skeptical that the country can 
become more than a low- to middle-tech 
manufacturer in the foreseeable future, 
Mr. Kynge disagrees. The lure of a huge 
market means that foreign firms are trans- 
ferring technology and banks are lending 
to Chinese companies so that they can buy 
technology. 
= In Mr. Kynge’s words, “[T]echnology 
in the global economy cannot but follow 
the market, no matter how many obsta- 
cles governments try to put in the way.” 
That helps explain why Chinese car com- 
panies are already developing their own 
engine plants, and semiconductor mak- 
ers are building chip fabs that are spit- 
ting distance from the leading edge of the 
industry. 

These are valuable points, but they still 
don’t justify the emphasis on job losses in 
= the West. Certainly he is correct that there 
is alot of angst about this. Toward the end 
of the book, Mr. Kynge turns back to how 
the world impacts China: “A key question 
for the future, therefore, is not so much 
how China’s rise will affect the world but 
to what extent the world will allow China 
to continue its ascent.” 

But Mr. Kynge goes further than just 
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reporting the fear of China and seems to 
endorse it: 


The impact of China’s rise is not some- 
thing that can be mitigated by a few in- 
cremental reforms, some reallocation of 
budgetary resources and the launch of sev- 
eral initiatives to spur innovation.... The 
simple, unpalatable truth is this: that in 
many areas of manufacturing, European 
companies cannot compete in the longer 
run—no matter what countermeasures 
they or the EU may take. 


However, the lack of competitiveness in 
low-end manufacturing in the longer run 
is not due to China. The most that can be 
said of China is that it is accelerating a pro- 
cess that has been ongoing for some time. 
Perhaps it will be the straw that breaks the 
camel’s back of the Eu’s welfare state and 
excessive labor-market regulation. That 
actually would be a blessing in disguise, 
since it would free Europe to compete 
more effectively with all of its trading part- 
ners, not just China. But zero-sum thinking 
keeps creeping into the analysis here. 

Another example: Mr. Kynge takes the 
finding of a McKinsey study, that 9.6 mil- 
lion American jobs were vulnerable to 
offshoring, and plugs it straight into the 
jobless rate, “If that was actually to hap- 
pen, the U.S. unemployment rate would 
rise to 11.4% from 5% in mid 2005.” Such 
misuse of statistics suggests a lack of un- 
derstanding of comparative advantage, 
which is puzzling since the following pag- 
es use the concept to good effect. 

Certainly some communities are going 
to suffer directly from trade with China. 
Two chapters report on the silk-weaving 
center of Prato, Italy and the machine- 
tool capital of Rockford, Illinois. But 
these communities are hardly represen- 
tative of the whole picture. As the author 
himself acknowledges, the benefits of 
trade with China are diffuse and hard to 
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understand, while the pain of a minority 
is very clear. So why is so much space de- 
voted here to what is already obvious but 
less important? 

The book notes the irony that the world 
pressed China to open its doors to trade in 
the 18th and 19th century when it had man- 
ufactures to sell, while now that China is 
ready to participate fully in that trade, the 
doors of developed countries could close. 
Yet it doesn’t tackle the difficult task of ex- 
plaining why closing the doors would be 
a bad idea. 

So far it sounds like China is an un- 
stoppable juggernaut. But the second half 
of the book is devoted largely to China’s 
many problems. 

Although fear of China in the West sug- 
gests similarities to Japan in the 1980s, the 
trade dynamic is quite different. Japanese 
companies made big profits in their pro- 
tected domestic turf and used them to fi- 
nance expansion into the more competitive 
global market, where they had to accept 
lower margins. Chinese companies are in 
the opposite situation. Because of overin- 
vestment at home, many are facing losses 
and are forced to export in order to make 
any profits at all. In other words, they are 
globalizing from a position of weakness, 
not strength. The “unfair trade” argu- 
ments used against the Japanese simply 
don’t apply. 

The wholesale market of Yiwu, in Zhe- 
jiang, is a fantastic illustration of price de- 
struction, with 34,000 stalls selling about 
320,000 different products at the lowest 
possible price—what is increasingly known 
as the “China price.” The typical Chinese 
worker is earning less in inflation-adjusted 
terms than his counterpart in Dickensian 
England or Upton Sinclair’s Chicago. The 
work ethic is mind-boggling. 


Facing losses at home, Chinese companies export in order to 
survive. They are globalizing from a position of weakness. 





One big question is whether China is 
facing an unemployment crisis. For all 
the West’s fretting about manufactur- 
ing “moving to China,” tens of millions 
of Chinese workers have lost well paying 
factory jobs too. The government believes, 
and Mr. Kynge seems to accept, that China 
needs to create 24 million new jobs a year 
just to absorb the unemployed and young 
people coming into the labor market, and 
even at 9% to 10% growth it can’t meet 
this target. 

This fear actually deserves closer scru- 
tiny—Hong Kong had much the same wor- 
ry during its 1960s takeoff, but found later 
that it was overestimating unemployment. 
Unfortunately Mr. Kynge doesn’t delve 
into this, although several of his points 
hint at a more complex situation. He starts 
out by debunking the idea that wise gov- 
ernment leaders engineered fast growth, 
showing how they stumbled into policies 
that allowed entrepreneurialism to flour- 
ish. And he briefly discusses the informal“ 
economy, which is absorbing millions of 
surplus workers. 

Instead he focuses on more abstruse 
but still critically important issues: the fi- 
nancial sector, the environment, and the 
erosion of public trust and morality. The 
latter is probably the least well under- 
stood by outsiders, although Chinese of- 
ten discuss it themselves, so this section 
is a real service to the reader. He finishes 
up with an analysis of nationalist senti- 
ment, informed by the personal experi- 
ence of being chased by a violent mob of 
students chanting “English pig, English 
dog.” Putting down the book, many read- 
ers may be left with a pessimistic view 
of China’s future role in the world. That 
may be proved correct, but the argument 
doesn’t get full marks. 
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INDONESIA: THE GREAT TRANSITION 
Edited by John Bresnan 
Rowman & Littlefield Publishers, 
336 pages, $75 





Reviewed by JOE COCHRANE 


UTHORS OF BOOKS on Indonesia 
A feel compelled to argue that the 

country is important. Not that 
they need much ammunition. Indonesia is 
the world’s fourth largest nation, has the 
biggest Muslim population, deep stores of 
natural resources including oil, gas and 
gold, and lies among some of the world’s 
busiest and strategically important ship- 
ping lanes. With that kind of clout, and 
much more, Indonesia is rightly viewed as 
a vastly important and strategic country 
in today’s world order. But as the authors 
of Indonesia: The Great Transition rightly 
point out, the country remains something 
of a mystery in the West, and even among 
its Southeast Asian neighbors—and that 
needs to be rectified. 

Indonesia and its 230 million people are 
indeed in the midst of a great transition 
to democracy, perhaps the most difficult, 
necessary and important transition of any 
nation to date. The success of that venture 
could determine whether the country can 
permanently insulate itself from the politi- 
cal, social and economic chaos that have en- 
gulfed it at times since its self-proclaimed 
independence from the Netherlands in 
1945, and become the next regional or even 
global player like China and India. 

While academic in nature, the book ef- 
fortlessly draws in readers by laying out 
what an anomaly Indonesia is as a nation- 
state. It also makes clear that the United 
States and its citizens should focus more 
on the country because Indonesia is the 
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oxo Mr. Cochrane is a Bangkok-based special cor- 
respondent for Newsweek magazine. He lived in 
Indonesia from 1991 to 2001. 
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linchpin to two major U.S. foreign-policy 
objectives: combating terrorism and con- 
taining China. 

This is a collaboration of five Western 
academics with decades of experience in 
the country. They divided up the mam- 
moth task of explaining Indonesia to the 
layman, and do so quite admirably. It’s no 
easy subject: Indonesia is made up of more 
than 17,000 islands populated by 300 ethnic 
groups speaking more than 800 languages. 
The mere fact that Indonesia is so diverse 
but has managed to persevere through mas- 
sive crises and mass murder makes it worth 
studying. In fact, that very diversity is like- 
ly the source of Indonesia’s cohesion. And 
given that the country is now attempting to 
move from authoritarianism to democracy, 
it’s even more crucial to have a clear and in- 
depth understanding of the forces at work 
amid this vast archipelago. 

Indonesia’s precolonial and colonial 
history are clearly outlined, showing read- 
ers the historical events that shape the 
country today, such as the introduction of 
Islam in the 12th century and the Japanese 
occupation of World War II. The latter en- 
abled Indonesia to eventually win its inde- 
pendence, while Islam has and will play an 
increasingly important role in politics. 

Unjustly, Indonesia’s image in recent 
years has been dominated by unflattering 
newspaper headlines concerning human- 
rights abuses, terrorism, and natural di- 
sasters such as the 2004 Asian tsunami. 
But the country deserves praise, as it re- 
ceives in the book, for repeatedly step- 
ping away from the abyss during the past 
10 years, making commendable political 
and economic reforms and embracing the 
ideology of democracy. 

But it clearly has a long way to go. De- 
spite holding free and fair elections, Indo- 
nesia is not a democracy. Its judiciary is 
for sale, the civil service corrupt, its me- 
dia infantile and open to bribes, and the 
country’s armed forces are a power unto 
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themselves. Too many powerful figures 
with money and muscle can and do erect 
roadblocks to Indonesia’s “evolution” to 
protect their own interests. 

Much of the book deals with the effects 
of the Suharto regime and how 32 years 
of military-backed rule shaped and almost 
destroyed Indonesia. The bloody student- 
led street protests in 1998 may have forced 
Suharto to resign in disgrace and pushed 
the country to try democracy, but there’s 
no guarantee it will succeed. 

Among the Indonesian government’s 
laundry list of problems are corruption 
within its own ranks, and its struggle to 
reign in the armed forces. Corruption was 
not just a trait of Suharto’s “New Order” 
regime. As the book rightly points out, the 
three democratically elected administra- 
tions that followed him were arguably 
even more corrupt. This endemic problem 
is one of the main economic obstacles to 
healing Indonesia and providing stable in- 
come for tens of millions of poor people. 

The abuses of the Indonesian military 
are well documented, as is the fact that its 
leadership has never been held to account 
for thousands of murders in hotspots like 
East Timor, Aceh and West Papua. The 
book goes into great detail about the su- 
perficial changes the army brass have 
made in the name of reform, or reforma- 
si, and rightly argues that the military is 
a primary obstacle to Indonesia actually 
becoming a full-fledged democracy. 

Where the book falls short is its failure 
to fully explore the increasing dangers of 
conservative Islam in Indonesian poli- 
tics and society. The authors thoroughly 
outline the history of political Islam, its 
limited popularity given the country’s 
multiracial and multicultural bent, and 
public revulsion to terrorism. But hard- 
line Islamic groups and ultraconservative 
political parties in recent years have been 
attempting to work around the political 
and social realities to achieve their ulti- 
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mate goal: turning Indonesia into an Is- 
lamic state with Shariah law. 

Recent events in Indonesia, including 
controversial legislation on pornography 
that jails women for showing their hair 
and throws couples who kiss in public into 
prison for 10 years, show how radical some 
political elements can be. This extremism, 
in addition to maverick army generals, is a 
huge challenge to Indonesian society and 
country’s experiment with democracy. 

The same cultural, radical and religious 
diversity that have caused so many prob- 
lems in Indonesia throughout its history, 
ironically, are the same things that have 
kept the country together. Yes, Indonesia 
has 190 million Muslims, but its 7% Chris- 
tian minority is fully integrated into a so- 
ciety governed by a secular state. 

The outcome of Indonesia’s “great tran- 
sition” will have international repercus- 
sions. The challenges, as clearly outlined 
in the book, are immense. But so are the 
opportunities for this fascinating country 
and people. The authors’ premise was to 
provide understanding to students of mod- 
ern history, scholars on Asia, and anyone 
in the general public seeking an introduc- 
tion to contemporary Indonesia. They 
have succeeded at all levels. 


EDITOR’S NOTE: 


FTER PUBLISHING a review of 
Rameshwar Tandon’s The Japa- 

nese Economy and the Way For- 
ward (Palgrave, 2005) in the March issue, 
it came to our attention that several pas- 
sages from Mr. Tandon’s book were identi- 
cal to a January/February 2003 article in 
Foreign Affairs by Richard Katz, “Japan’s 
Phoenix Economy.” One of these passages 
was quoted in the review. Li 
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DENG TRUMPS CARTER’S CARD 
by Stephen Barber 


Vol. 103, No. 6, Feb 9, 1979, Page 11 
RESIDENT JIMMY CARTER 
P and China’s Vice Premier Deng 
Xiaoping marked the opening 
of the Year of the Ram here with a day of 
reconciliation, hopeful words and only re- 
strained allusions to past conflicts. 

Deng had evidently been well briefed in 
advance to expect the demonstrations by 
American Maoists and Taiwan supporters 
which took place near the White House. 
The Maoists, an exotic group given to such 
savagery as pelting policemen and their 
horses with nails and lead fishing-weights, 
were duly arrested with minor injuries on 
both sides. The pro-Taiwan groups mostly 
waved their red, white and blue flags in or- 
derly fashion. One pair of leftists managed 
to elude security checks and yell impre- 
cations at Deng before being manhandled 
out of the White House grounds. 

Otherwise the visitor seemed to en- 
joy every minute of the star-studded en- 
tertainment laid on in his group’s honor 
at the Kennedy Center, and his meetings 
with congressional and business leaders. 
But some of his remarks evidently embar- 
rassed both President Jimmy Carter and 
Secretary of State Cyrus Vance. 

Vance looked somewhat put out when, 
after a lengthy talk at the State Depart- 
ment, Deng told reporters that they had 
agreed entirely on where the dangers to 
peace lay. The U.S. hosts had gone to con- 
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ws Mr. Barber was a REVIEW correspondent 
based in Washington, D.C. 


siderable lengths to see that Deng did not 
get much of a chance to criticize the So- 
viet Union openly with his favorite “polar 
bear” and “antihegemony” themes. 

It was plain, nonetheless, that the Peking 
regime has a good grasp of how public re- 
lations in the U.S. can be manipulated. For 
while Deng talked softly about the Soviet 
Union when he was in the presence of Mr. 
Carter and his aides—knowing the impor- 
tance they attach to achieving a new strate- 
gic arms limitation treaty (SALT-2)—he had 
got his real message across in advance. 

In an interview with Hedley Donovan, 
editor of Time magazine, carried in the 
Washington Star which Time Inc. owns, 
Deng called the Soviet Union a “hotbed 
of war,” and asserted that the U.S. is in 
“strategic retreat.” He called on the U.S., 
Japan and Western Europe to join China 
in united action to “place curbs on the po- 
lar bear.” 

At a reception hosted by U.S. scholars 
on Jan. 30, Deng said: “We are in favor of 
detente—a genuine detente which truly re- 
duces the danger of war and safeguards 
the security of all nations—not a false de- 
tente used by some countries as a cover to 
carry on war or to commit aggression and 
expansion.” 

Deng accused the Soviet Union of back- 
ing Vietnam in its “brazen, massive armed 
aggression against Democratic Kampu- 
chea.” He added: “Europe, too, is over- 
shadowed by the threat of war. It is very 
evident that hegemonist expansion is the 
main source of turmoil in all parts of the 
world. The zealous pushing of a global 
strategy for world domination by the he- 
gemonists cannot but increase the danger 
of anew world war.” 
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The Peking regime has a good grasp of how 


public relations in the U.S. can be manipulated. 





Such statements put Mr. Carter in an 
awkward position at a time when he has 
been reiterating in statements and at press 
conferences that the U.S. is not seeking 
rapprochement with China to gang up on 
the Soviet Union, and that the normal- 
ization of relations between Peking and 
Washington cannot and should not ad- 
versely affect SALT-2. 

This is not the way millions of Amer- 
icans see it. If Mr. Carter is not playing 
the famous “China card” against the men 
in the Kremlin, what is the point of nor- 
malization? The notion that it is the best 
way to achieve triangular stability or oth- 
erwise ensure a power balance in Asia is 
somewhat too sophisticated for most ordi- 
nary people here. 

Mr. Carter’s critics, once more a grow- 
ing band, feel he has let himself be trapped 
by Deng, who is playing the “America card” 
against the Soviet Union and has his own 
set of rules about how this hand should be 
dealt. 

On Taiwan, for instance, Mr. Carter has 
said he tried hard to get the Peking govern- 
ment to pledge formally that it renounces 
the use of force to achieve “reunification” 
of Taiwan with the mainland, and admit- 
ted to failing. For this he is much criticized 
by those who consider he betrayed a faith- 
ful ally—the Kuomintang. 

Mr. Carter’s critics also charge that 
normalization was arranged in haste in 
December to try to recover the momentum 
lost by the bogging down of the Middle 
East peace talks since the euphoric days 
just after the Camp David summit in Sep- 


tember. Clearly some catching up was also 
needed to repair the impression of weak- 
ness and incompetence created by the de- 
bacle in Iran, with the forced departure of 
the shah despite Mr. Carter’s public decla- 
rations of support for him. The president’s 
foes suspect further that the China deci- 
sion owes more to calculations about the 
1980 presidential campaign than to global 
considerations. 

It is not known at this point how far 
Deng pursued his arguments about the So- 
viet threat with Mr. Carter, but there can 
be no doubt that he made them forcefully. 
In any case he left nothing to chance and 
did not rely on leaks from those talks to get 
his message across, but displayed immense 
diplomatic and political savoir faire in do- 
ing so himself. 

Deng wound up his Washington talks 
with the formal signing of accords on sci- 
entific and cultural exchanges. But the 
details of expanded commercial rela- 
tions, credits and the like, to secure for 
U.S. interests their share of the trade bo- 
nanza that some optimists hope will come 
their way with China’s great leap forward 
to modernization, are to be dealt with by 
Treasury Secretary Michael Blumenthal 
and Commerce Secretary Juanita Kreps in 
future trips to Peking. 

It is generally accepted in Washington, 
now that initial enthusiasm over normal- 
ization has subsided, that the China trade 
cake will not be all that large, at least to 
start with, and that anyway the biggest 
slices are likely to go to Japan and West- 
ern Europe rather than the U.S. = 
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Sob Story 


TRAVELING IN CHINA used to be an adven- 
ture, and for some poor souls it still is. Eu- 
gene Nelson, an Intel engineer, was on his 
way to Taiwan, or so he thought, until his 
plane started to descend to Taiyuan, capi- 
_tal of inland Shanxi Province. According 
to the Associated Press, somewhere along 
the line a travel agent mixed up a few cru- 
cial letters. Stranded with little money and 
searching for a place to stay, Mr. Nelson 
wandered into a brothel and had to “damn 
near fight my way out.” 

Fortunately, a local took pity on the 
hapless American techie and lent him 
some money. “She probably saved my frick- 
in’ life,” Mr. Nelson said, “almost breaking 
into sobs,” according to the reporter. He 
also complained of being spat upon and 
nearly run down by a reckless driver. 

So much for the American ethos of rug- 
ged individualism forged on the frontier. It 
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seems that a few hours in Taiyuan and the 
Yanks are blubbering and pleading with 
American Express to send in the cavalry. 


Get Rich Quick Scheme? 


FROM A WELL-CONNECTED Washingtonian 
comes a sterling investment opportunity: 
Vietnam’s southern province of Dong Nai 
just published a brochure, “Let Come to 
Success,” giving “field lists that Dong Nai 
calls for investment.” A delegation from 
the province is in the U.S. capital drum- 
ming up capital. We wonder whether they 
got much interest in project No. 9: “The 
project of punting to blow off part of Dong 
Nai riversides in Bien Hoa City.” Our in- 
formant begged not to be identified as he 
found the delegation’s naivete “touching.” 
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Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 
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Fact is: 


China is re-shaping our world. —— = | 
And none of us can afford to ignore it. m 


Whether or not your company does business in China or faces Chinese competition, you need the best 
intelligence about this economic powerhouse. 


Introducing The Wall Street Journal Briefing: China Business 


Emailed to you every week, The WSJ Briefing provides condensed news, information and vital 
insights for anyone interested in business opportunities in China. Not only it will focus on the business 
sector, but it will also look at the rapidly growing manufacturing sector as China becomes a major 
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fromthe EDITOR 





mentioned this issue’s lead essay on Japan-China relations. 
“That’s the one problem I really worry about,” this procure- 
ment and logistics chief told us. “Everything else can be managed. But 
that is really a nightmare scenario.” By “that” he meant a breakdown in 


T ALKING TO A prominent Hong Kong businessman recently, we 





_the political relationship so severe that it has curtailed trade and invest- 


ment between the two sides. In today’s globalized economy, such a dis- 

ruption is felt by everyone in the world, not just the region’s traders. _ 
Are the leaders in Tokyo and Beijing as concerned about this risk? 

There have been some encouraging signs in recent days. For instance, 


‘on May 29 the two governments kicked off an initiative to cooperate on 
-energy and environment issues. Nevertheless, there seems to be little 


desire to tackle head-on the issues that are creating a flashpoint: World 
War II history, territorial disputes and Taiwan. 

So Kazuhiko Togo’s essay in this issue makes a valuable contribution 
to the debate within Japan about the Yasukuni Shrine and national iden- 


‘tity. His arguments are superbly reasoned, but they are also informed by 
“his background as grandson of one of the wartime leaders who was con- 
. victed of war crimes andis part of the controversy over the shrine. 


~ A couple of programming notes: In this issue, the REVIEW inaugu- 
rates a new feature, Jaunt Through Asia, in which we report on a cul- 
tural or leisure topic from our travels in the region. Next month, we are 
kicking off a regular interview feature with an Asian newsmaker. The 
launch of the REVIEW Barometer of Asian Investment is now scheduled 
for October, and our 60th Anniversary special issue will come out in 
November. 
It’s always gratifying to receive an award from your peers, and this 
year the REVIEW picked up a couple of prizes from the Society of Pub- 


_ lishers in Asia. William MacNamara, a Princeton-in-Asia fellow at the 


REVIEW for the past year, won the top prize for Excellence in Feature 
Writing for his November 2005 essay “Finding China’s Farmers.” Zama 


| Coursen-Neff, a researcher at Human Rights Watch, won the second 


prize for Excellence in Human Rights Reporting for her October 2005 
essay “Police Brutality in Papua New Guinea.” Both essays are high- 


> lighted on the www-feer.com home page. 


On the lighter side, we are preparing the second annual REVIEW sum- 
mer holiday reading list, and this year the theme is murder mysteries 
set in Asia. If you have a favorite whodunit with an Asian theme, please 


. pass on the recommendation to letters@feer.com. 


H.R. 
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Delusions of Reform 


IN “PUTTING CHINA’S Capital to Work” 
(May 2006), Diana Farrell and Susan Lund 
assume that the Chinese regulators will 
forsake their manipulation of the financial 
system, and cut off the ties between state- 
dominated financing and state-owned 
enterprises (SOEs). This supposition does 
not hold if we realize that the government 
is the largest shareholder in high-return 
SOEs (i.e., energy, iron and steel, and tele- 
communication industries), and if we re- 
alize that a dismantling of “state-owned 
assets” is not underway, and that more 
than five million officials hold executive 
positions in soEs. The reformability of 
China’s bank-centered financial system is 
in question, as the regulators themselves 
are also vital stakeholders of soks. 

The authors assume that the Chinese 
regulators will feel comfortable with capi- 
tal allocation reform, and shift their target 
from maintaining stability and preserving 
jobs in SOEs to productivity and efficiency. 
Unfortunately, scarce evidence has been 
found for such claims. According to the 
People’s Bank of China, in 2000-01 more 
than 60% of nonperforming loans in state- 
owned banks arose from directing policy 
loans to inefficient SOEs. UBS estimates 
that in the period 2002-04, $225 billion 


in new “sour” loans appeared in China’s 


banking sector. 


THE FAR EASTERN ECONOMIC REVIEW wel- 
comes letters to the editor sent via fax to (852) 
2503-1530, by email to letters@feer.com or by 
post to GPO Box 160, Hong Kong. Submissions 
must include the author’s full name, address and 
daytime contact numbers, The REVIEW reserves 
the right to edit letters for length and clarity. 


The authors based their inferences on 
many unreasonable assumptions, i.e., if 
China could match other emerging mar- 
kets in financial efficiency, China’s finan- ` 
cial intermediation costs could be cut by 
$62 billion per year, and so on, while not 
taking any pains to show how could China 
raise its financial efficiency to the standard 
of “benchmark countries.” The oversimpli- 
fied prescription, as listed in “priorities for 
financial reform,” proposes nothing but a 
Chinese version of “big bang,” which is po- 
tentially risky: As direct financing phases 
in rapidly, banks lose their large corporate 
costumers to capital markets. In Japan’s 
experience, such drastic shifts finally led 
to a survival crisis for banks. 

Steven Wang 
Stockholm 


Wishful Thinking 


ZHA DAOJIONG’S MAY essay “An Opening 
for U.S.-China Cooperation” is too opti- 
mistic. Sure, if they could put the inter- 
ests of their collective citizenries first, the 
leaders in Beijing and Washington would 
see that they have a shared interest in sta- 
bilizing the world’s energy supplies. The 
problem is that you could also say that for 
many other industries, or other pairs of 
great powers in history. Yet wars, cold and 
hot, have been the norm. 

If you want to show that China and the 
U.S. can cooperate, you need a more so- 
phisticated argument. The two countries 
are in a form of prisoner’s dilemma. How 
can they generate enough trust to find the 
mutually beneficial outcome? I have yet to 
see that level of analysis. | 

Alastaire McAra 
Sydney 
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On Yasukuni Visits 


by Kazuhiko Togo 


Si etl) ie 


HILE JUNICHIRO 
Koizumi’s tenure as 
prime minister has 
seen many achieve- 
ments, including the 
adoption of responsible defense and secu- 
rity policy and the strengthening of Japa- 
n’s alliance with the U.S., ties between 
Japan and China have deteriorated sharp- 
ly. The rift is especially obvious against the 
backdrop of expanding economic linkages 
between the two countries. 

At a time when Japan-China relations 
are facing enormous difficulty from both 
mounting geopolitical rivalry and disputes 





over World War II history, Mr. Koizumi’s 
yearly visits to the Yasukuni Shrine from 
2001-05 have added to the acrimony. Ya- 
sukuni is a Shinto shrine that honors al- 
most 2.5 million war dead, including 14 
Class A war criminals convicted after 
World War II by the International Mili- 
tary Tribunal for the Far East. 

Because of this single issue, Chinese 


leaders have refused high-level talks, first 
in the form of visits to the respective cap- 
itals, and then at the fringe of multilateral 
summit meetings. State visits stopped tak- 
ing place from 2002, and the tripartite 
meeting between Japan, China and Korea 
within the auspices of Asean Plus Three 
was suspended in December 2005. 

Mr. Koizumi has argued that his views 
remain fundamentally friendly toward 
China: He took the rise of China not as a 
challenge but as an opportunity, he was 
remorseful about Japan’s past, and his vis- 
it to Yasukuni was done solely to mourn 
the war dead and to pledge for peace, 
without any intension to glorify the past. 
But he insisted that the issue of mourning 
the war dead was a matter of his heart, 
and that no one, including any foreign 
government, was in a position to inter- 


exe Mr. Togo is a former Japanese ambassador 
to the Netherlands and a visiting researcher at 
Princeton University. 
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vene. Yasukuni, he said, should never be 
used as a “diplomatic card.” 

Mr. Koizumi is due to retire in Septem- 
ber 2006, and the issue of what position 
his successor will take on Yasukuni is 
gaining public attention in Japan as well 
as in China and other regional countries. 
There are influential opinion leaders in 
Japan who insist that the Yasukuni con- 
troversy can only be resolved by China 
changing its position. They argue that 
China is cynically using the issue of Class 
A war criminals’ enshrinement as a “his- 
tory card” to gain diplomatic leverage 
over Japan. 

The 14 war criminals were enshrined 
at Yasukuni in 1978, and this became pub- 
lic knowledge in 1979. From then until 
1984, three Japanese prime ministers vis- 
ited the shrine 20 times, but no objection 
was raised by China. It was only in 1985, 
when Prime Minister Yasuhiro Nakasone 
made an official visit and Japanese news- 
papers gave sensational coverage to that 
event, that the Chinese government began 
to make this a serious diplomatic issue. 
Some Japanese conclude from this that 
China’s politicization can only end when 
its leaders genuinely understand that pres- 
sure on this issue is of no use. 

However, I do not entirely agree with 
this view. Given that this is such a com- 
plex and problematic situation, I propose 
that Mr. Koizumi’s successor as prime 
minister declare a moratorium on Yasu- 
kuni visits, and that subsequent prime 
ministers would follow this policy until 
the time comes when a future leader feels 
that the moratorium could be lifted. The 
timing of the lifting of the moratorium is 
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hard to predict. It might come in the fore- 
seeable future, or it might not come for 
many years. 

There are two reasons for a moratori- 
um. The first comes from a practical and 
moral point of view. Putting aside for a mo- 
ment which position is more righteous, 
Mr. Koizumi’s assertion that it is a matter 
of his heart, or the Chinese government’s 
objection that it is impermissible to mourn 
war dead in a shrine where Class A war 
criminals are enshrined, there is no deny- 
ing that this issue is jeopardizing dialogue 
between the two nations’ leaders. 

At a time when there are so many real 
issues which need to be resolved at the top 
level, the inability to do so is creating harm 
to both countries. It is in the national in- 
terests of both countries to think of a way 
out. And if this practical consideration ne- 
cessitates either of the two countries to 
make the first concession, Japan should 
take the first step. 

That’s because when it comes to his- 
tory, the Japanese side was, after all, on 
the perpetrator’s side. That background is 
sufficient reason for Japan to be humble 
and take the first step toward rapproche- 
ment. It will bring nothing but moral dig- 
nity to Japan. 

But the second reason may be more 
fundamental. Japan has been going 
through a complex process of revisiting 
the issue of its identity, once shattered by 
defeat in World War II. Yasukuni is one of 
those fundamental contradictions which 
remained unresolved. This has nothing to 
do with China. It is exclusively a Japanese 
problem. If that is the case, why not utilize 
this opportunity for us to face our history 






more straightforwardly and try to reach a 


broad consensus inside Japan to overcome 
our own unresolved problem. 

For this, Japan needs some breathing 
space. This is the main purpose of this 
moratorium. 

But China also needs breathing space 
to reflect on history. Its response to Yasu- 
kuni is conditioned by the fact that it un- 
derwent a century of humiliation from the 
mid-19th century until the mid-20th cen- 
tury, subject to encroachment by Europe- 
an colonial powers and ruthless aggression 
by Japan. Nearly half a century of rule un- 
der Mao Zedong restored China’s honor as 
an emerging international power, but dev- 
astated Chinese society. The new course 
from the end of the 1970s is now pushing 
the nation to unprecedented economic de- 
velopment as part of the global economy. 

However, this is accompanied by 
strong statism and centralization of po- 
litical power under the Chinese Commu- 
nist Party. The Marxist or Maoist 
revolutionary ideology which had worked 
to forge a strong state until the middle of 
the 1970s has now lost its unifying power, 
and nationalism based on the legacy of 
the ccr in overcoming past humiliation 
plays a powerful role in maintaining po- 
litical cohesion. 

It is no surprise, then, that Japan, 
whose aggression left the deepest scar on 
Chinese society, is viewed as an object of 
national emotion. The education system 
has certainly played a role in instilling 
anti-Japanese sentiments, but narratives 


| Both Japan and China need breathing space to 
reflect on history, and in Japan’s case, its identity. 






from the society were the root cause that 
Chinese youngsters have developed 
strong feelings against Japan. Therefore 
it is important that Chinese society also 
has time to develop and re-examine post- 
war history. 

Thus during the declared period of 
moratorium, I propose that Japan consid- 
er three concrete issues: reform of Yasu- 
kuni, national debate on the question of 
war responsibility, and some concrete ac- 
tions to follow, including the establish- 
ment of a national museum of pre-war 
history. Let’s consider them one by one. 


Reform of Yasukuni 


YASUKUNI’S COMPLEXITY TODAY is the re- 
sult of a decision taken in the wake of 
World War II by the General Head Quar- 
ters of the U.S. occupation forces, the gov- 
ernment of Japan, and Yasukuni. 
Yasukuni was the most important shrine 
in the State Shinto religion, the chief ideol- 
ogy of militarist Japan. After the war, it 
was evident that State Shinto had to be 
abolished, but there were two ways to deal 
with Yasukuni, with its major task of 
mourning the war dead: Either allow it to 
remain a religious institution, as other 
Shinto shrines did, or force it to become a 
secular organization under government 
auspices. The decision was taken to leave 
Yasukuni as a religious organization, while 
preserving its position as a shrine for 
mourning the country’s war dead. 

This choice put Yasukuni in a unique 
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position in post-World War II Japan. On 
the one hand, Yasukuni retained a public 
function. Since many who fought during 
World War II died with a genuine vision 
of being reunited there, Yasukuni’s func- 
tion was increasingly supported by the 
families and relatives of the war dead. 
Shinto offered effective rituals to honor 
the war dead. Since in many instances of 
Japanese life Shinto performs rituals in re- 
lation to funerals, its function at Yasukuni 
was accepted by many Japanese without 
discomfort. 

At the same time, the constitutional 
provision to separate religion from the 
state prevented the government from in- 
terfering in Yasukuni’s management. 
Thus, the keepers of the shrine retained 
the power to develop their own thinking 
on history. Even today, the shrine pre- 
serves and displays the very ideology that 
led Japan into World War II. This historic 
view is open for all to see at Yasukuni’s 
war museum “Yuushuukan,” and it is also 
abundantly clear in the material on the 
shrine’s Web site. 

To clarify my own views on the matter, 
to the extent that not all policies adopted 
by Japan before World War II were wrong, 
I share a few of the contentions advanced 
by Yasukuni. I am the grandson of Shig- 
enori Togo, who was twice foreign minis- 
ter of Japan, at the time of the Tojo cabinet, 
which started World War II, and the Su- 
zuki cabinet, which ended the war. 

Being a man profoundly dedicated to 
peace, Shigenori Togo argued strenuously 
within the Tojo cabinet against the Japa- 
nese military to get them to agree on a 
withdrawal from China, and launched two 
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initiatives to prevent the outbreak of war. 
One was a long-term agreement, including 
a Japanese withdrawal from China; anoth- 
er a quick fix consisting of a U.S. suspen- 
sion of the oil embargo and Japanese 
withdrawal from the southern part of In- 
dochina. These proposals failed, and Ja- 
pan received the so-called Hull note, 
which the Japanese leadership took as an 
ultimatum. I was brought up with stories 
of the desperate mood which prevailed in 
the foreign minister’s residence on the eve 
of the arrival of the Hull note. 

At the ImTFE, where he was judged a 
Class A war criminal, Shigenori Togo ar- 
gued that the way negotiations developed 
in the last months before Pearl Harbor did 
not leave him any option other than wag- 
ing war against the U.S. In addition to his 
own will to testify the truth, it was the 
dedicated efforts of Ben Bruce Blakeny, 
one of the brightest American lawyers 
working on the defense team, which saved 
him from the gallows and secured him a 
20-year sentence, the second lightest of 
the tribunal. 

That said, views of history and the role 
of the IMTFE are a controversial and com- 
plex subject about which Japan itself has 
not yet come to a consensus. Whatever my 
personal memory and view on history, I 
am convinced that Yasukuni is not a place 
where only one way of looking at history 
should be displayed. Yasukuni might have 
played a useful role in preserving the pre- 
war Japanese narrative, but now that 60 
years have passed and a variety of views 
on the war are being debated in Japan, the 
time is ripe for Yasukuni to revert to its 
most important function of mourning 


The solution to the controversy lies in the reform 
of Yasukuni to make it a place of pure mourning. 


those who gave their life for their country 
within the religious serenity of the Shinto 
tradition. Those functions represented by 
the Yuushuukan should be separated from 
Yasukuni, and if necessary moved some- 
where else. 

Within Japan there is a debate over 
the construction of a neutral, non-reli- 
gious national memorial of war dead as a 
solution of the “Yasukuni controversy.” 
But I believe that the national memory 
that many of the soldiers died with the 
vision of being reunited at Yasukuni is an 
important legacy that has to be respected. 
For those who cherish the memory of 
their fathers, husbands and relatives, it 
would be very difficult to accept any oth- 
er place of mourning than Yasukuni. Es- 
tablishment of a neutral memorial is 
likely to bring about polarization rather 
than reconciliation. 

Thus, the ultimate solution to this con- 
troversy lies, in my view, in the reform of 
Yasukuni to make it acceptable for as many 
Japanese and foreigners as possible. The 
first major task is to transform Yasukuni 
into a place of pure mourning, not a place 
to learn about the specific world view 
which led Japan to World War II. 

Yasukuni’s reform should be related to 
the task of overcoming the constitutional 
controversy over its status. As said, Yasu- 
kuni started after World War II with the 
dual function of a religious organization 
and an organization performing the public 
function of mourning the war dead. But 
the Constitution of Japan introduced a 
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clear split between religion and politics 
under Article 20. As a result, contradic- 
tions emerged between society’s expecta- 
tions and the law. 

Judicial decisions began to appear 
ruling that it is unconstitutional for the 
Japanese prime minister to go to Yasuku- 
ni in his official capacity and mourn the 
war dead, because by doing so, he prays for 
a special object of worship of a specific re- 
ligious entity and gives special privilege to 
a specific shrine. Some of the verdicts im- 
plied that mourning the war dead in a pri- 
vate capacity is not prohibited by the 
Constitution. But from the point of view of 
those who gave their life for the country, 
it is natural to expect future prime minis- 
ters to visit Yasukuni as a part of their of- 
ficial functions. De-historicization of 
Yasukuni is a critical step in overcoming 
the present constitutional impasse over 
the prime minister’s visits. 


Debate Over Responsibility 


NEXT WE HAVE the question of Class A 
war criminals at the center of internation- 
al debate on Yasukuni. Since 1985, China 
has maintained that mourning at Yasuku- 
ni implies mourning the 14 Class A war 
criminals who were enshrined there in 
1978, and has urged Japanese prime min- 
isters not to mourn at Yasukuni. 

Public reaction in Japan on this issue 
has been varied. There were people who 
understood Chinese sentiments and ar- 
gued that the feeling of neighboring Asian 
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nations should be respected. These includ- 
ed former Prime Minister Nakasone, who 
did not revisit Yasukuni. Except for Prime 
Minister Ryutaro Hashimoto’s single visit 
in 1996, all prime ministers since, until Mr. 
Koizumi, basically took this position. 

But some Japanese have also argued 
that the Chinese request cannot be accept- 
ed. Many began to contend that the way a 
country mourns its war dead is strictly an 
internal matter of that country. Regarding 
Class A war criminals, some argued that 
Japanese do not have the tradition of per- 
secuting those whose lives had already 
been taken. Others put forward the fact 
that in post-World War II Japan, those 
who were sentenced to death or otherwise 
in war trials were not treated as criminals 
in accordance with the Japanese internal 
criminal code. 

This decision should not be considered 
as a denial of the imTFE and other war tri- 
bunals, but rather as a recognition that ul- 
timately those who were punished fought 
for Japan, and Japan is not going to punish 
them again, in addition to the punishment 
which they have already been given. By 
the beginning of the 1970s, pension law al- 
lowed war criminals and their families to 
receive pensions on the same basis as oth- 
er soldiers or war dead. They argued that 
the enshrinement of war criminals to Ya- 
sukuni was conducted in the same spirit 
as the revision of the pension law. 

In reality, though Yasukuni was re- 
sponsible for enshrining the war dead, 
the list of those who should be enshrined 
was prepared by the government. Based 
on the government-produced list, the en- 
shrinement of Class B and C criminals be- 


gan in 1959. The list of Class A criminals 
(seven of whom were executed and seven 
who died while in prison) was presented 
by the government to Yasukuni in 1966 
and their actual enshrinement took place 
in 1978. By the end of the 1950s, all de- 
tained war criminals were pardoned in 
accordance with the procedure accepted 
by the Allies. 

But have all problems been settled by 
that logic? I do not think so. One funda- 
mental issue remains. Japanese soldiers 
committed “damage and suffering” in 
China, a fact which both Prime Ministers 
Koizumi and Tomiichi Murayama ac- 
knowledged and for which they expressed 
“deep remorse and heartfelt apology.” If 
Japanese soldiers committed deeds that 
merit apology, then who was responsible 
for that? 

The question of war responsibility is 
directly related to the issue of the en- 
shrinement of Class A war criminals. Un- 
less and until Japan itself gives an answer 
to the question of war responsibility, can 
we just ignore the significance of Class A 
war criminals? Even Shintaro Ishihara, 
one of the leading nationalist politicians 
and a consistent supporter of visits to Ya- 
sukuni, once stated that “Well, me too, 
when in 1978 I heard that Class A war 
criminals were enshrined, I also thought 
‘oh! oh! oh!’......” 

In the post-World War II discourse on 
history and Japan’s identity, the issue of 
war responsibility has been one of the 
most difficult issues about which there is 
no answer, no consensus and even no di- 
rection. I cannot prejudge where the dis- 
cussion might lead. The recent agreement 
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between the Asahi Shimbun and Yomiuri 
Shimbun newspapers to delve into the 
question of war responsibility is an en- 
couraging development. But the impact of 
this search and its conclusion are far from 
predictable. 

Nevertheless, I can foresee two direc- 
tions in which the discourse might lead. 
The first is that, one way or other, Japan 
reaches a consensus on the responsibility 
pertaining to individuals. This outcome 
should be somehow related to the verdict 
of the IMTFE, and could lead to the re-ex- 
amination of the enshrinement of some or 
all of the Class A war criminals at the Ya- 
sukuni Shrine. 

I am aware that current Shinto doc- 
trine maintains that, once enshrined, spir- 
its become a part of the holistic family of 
spirits and are inseparable. I am not qual- 
ified to analyze Shinto theology. But if we 
come back to the original situation, that 
Yasukuni can mourn the war dead exclu- 
sively based on the list composed by the 
government of Japan, I think that there 
should be room for Yasukuni theologians 
to adapt to the political decision taken by 
the government without jeopardizing 
Shinto’s fundamental beliefs. 

The second direction is to delve into 
the responsibility of the nation as a whole. 
Facing the outside world, there is the un- 
deniable fact that a substantial majority of 
prewar public opinion, media, intellectu- 
als and political leaders all supported Jap- 
anese expansion on the continent. 
Naturally there was an internal distinc- 


A substantial majority of prewar public opinion 
supported Japanese expansion on the continent. 


tion between those who led or supported 
prewar policy or actions and those who 
just had to obey or did everything to pre- 
vent them. But ultimately nobody is in a 
position to back away from that responsi- 
bility. Is it not morally superior to ac- 
knowledge that there is only one way to 
take responsibility, and that is by “Japan 
as a whole”? 

This conclusion, as banal as it sounds, 
has serious consequences. Some Japanese 
enthusiastically supported the invasion of 
China, and then escaped blame by hypo- 
critically maintaining that they had noth- 
ing to do with it as soon as such action was 
criminalized after the end of war. At the 
same time, others gave their life to take 
responsibility for actions committed by 
the nation as a whole. This could apply to 
the Class A war criminals. Spreading the 
blame makes the former group take at 
least some share, while creating room for 
mourning the latter. 

This logic flies in the face of the argu- 
ment of the Chinese and others who say 
that mourning at Yasukuni is offensive. 
But if this conclusion, namely a shared rec- 
ognition that it must be “Japan as a whole” 
that takes responsibility for the unworthy 
wartime activities, becomes Japan’s na- 
tional consensus, I do hope that the world 
would accept this conclusion with respect, 
even if they cannot agree immediately 
with all of its implications. 

As stated, I have no way of detecting 
where the direction of this debate would 
head. I personally think that the highest 
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moral ground which Japan can take is to 
accept responsibility as “Japan as a whole.” 
I also think that it fits better with the way 
Japan adjusted to the outcome of the IM- 
TFE in the implementation of its internal 
criminal code. But it may become the con- 
sensus of the nation that some leaders 
must take responsibility, even if it is too 
difficult to name specific people, and 
therefore Class A war criminals as identi- 
fied at the IMTFE should symbolically take 
that blame. In that case, there emerges 
new grounds to end their enshrinement in 
Yasukuni on the basis of government deci- 
sion and in accordance with the procedures 
to be established by Yasukuni. 

Because Shigenori Togo died in 1950 
in Sugamo Prison one month after he fin- 
ished writing his autobiography, he was 
enshrined at Yasukuni as one of the 14 
war criminals in 1978. My parents were a 
little surprised when they were informed 
about the decision, but the issue has nev- 
er been discussed seriously in my family 
since then. 

Shigenori Togo gave his life to prevent 
the war from happening (and failed) and 
to end the war (and succeeded). He fought 
at the IMTFE to defend the honor of his 
country and himself. That was his war and 
his honor. Looking back at the post-war 
Yasukuni controversy from the record of 
my family, I express on the one hand my 
gratitude to those who tried to honor my 
grandfather as someone who gave his life 
for the betterment of his country, but at 
the same time I firmly believe that these 
personal circumstances should not hinder 
the possibility to reach a national consen- 
sus which is so necessary for Japan. 


Concrete Actions 


IF THE ABOVE-MENTIONED directions, 
transforming Yasukuni into a place of pure 
mourning and determining the question of 
war responsibility, could be achieved as 
the result of national consensus, a totally 
different Japan, one that is able to face its 
history, would emerge. But in order for 
this new Japan to take a clear position that 
is understood by all outside observers, 
there is a need to consolidate these deci- 
sions with concrete actions. 

æ Found a national museum of prewar 
history. Yuushuukan has developed an ex- 
hibition which resurrects the then exist- 
ing national narrative from the Meiji 
Restoration until the end of 1945. So where 
is the museum which portrays the vision 
of Japan through World War II in its en- 
tirety from the point of view of contempo- 
rary Japan? Hasn’t the time come to create 
a national museum which describes pre- 
war Japan in its entirety? 

Given the polarization of Japanese 
views between the left and the right, the 
enormity of this task is obvious. But this 
task is not directed at China, or Korea, or 
any other nation; the task is directed at Ja- 
pan, so as to face the memory of what our 
fathers and grandfathers did, what they as- 
pired to and what they actually inflicted on 
others. The museum should exhibit every- 
thing that Japan’s elder generation hopes 
to pass on to the younger generation, good 
or bad, that the younger generation should 
remember. It should narrate exactly what 
took place in Japan in the years leading up 
to World War II, and what happened in the 
countries where war was fought in the 
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Hasn’t the time come to conceive a national museum 


which describes prewar Japan in its entirety? 


name of the Japanese Empire. 

On the one hand, some narrative based 
on the 1995 Murayama and 2005 Koizumi 
statements must be clearly manifested. 
Chinese and Korean historians can, and I 
hope they would, closely cooperate in or- 
der to show how history was felt and 
viewed on the other side of the continent, 
not with a view to using this opportunity 
to propagate their nationalism, but in order 
to leave something genuine and true in the 
memory of future Japanese generations. 

In the War of the Pacific, at least three 
aspects—actual fighting, bombardment of 
Japanese cities and the fate of Pows—have 
to be shown. In some of the narratives of 
the actual fighting, bravery and sacrifice 
made by soldiers in good faith have to be 
shown. Yuushuukan may have some con- 
tribution to make in that context. Ade- 
quate information could also be given to 
tell the viewers that Japan was on the 
verge of extermination should the war 
have continued. At the same time, the 
young generation of Japanese should leave 
the museum wondering why Japan, which 
spearheaded Asian nations in their efforts 
to achieve modernization and liberation 
from European imperialism before the 
Russo-Japanese war in 1904-05, only 40 
years later ended up as the aggressor in 
China and rebuked for its atrocities in 
many countries. 

Ææ Consider new moral and philosophical 
principles for the nation. From the 1950s 
through the early 1970s, Japan went 
through a painful process of being reac- 


cepted by international society. Japan re- 
established diplomatic relations with all 
countries except for North Korea, and 
through this process resolved all legal is- 
sues related to war responsibility. I do not 
argue for any reopening of these funda- 
mentals of post-war Japan’s reintroduc- 
tion to international society. But Japan 
could take steps to anchor itself and har- 
monize better with its past. It might then 
gain greater confidence, and that confi- 
dence could lead Japan to a moral high 
ground on the basis of which it might 
manifest its thinking regarding its past 
with greater humility and forbearance. 
Without limiting the debates to take place 
in the future, my own supposition of the 
newly established morality can be sum- 
marized in the following five principles: 

1. The memory of the perpetrator 
should be longer than the memory of the 
victim. In reality, human psychology 
works the other way round. Precisely 
for this reason, therefore, there is a need 
for moral strength to achieve this higher 
ground. In the case of Japan and China, 
as well as Japan and Korea, there is no 
other view than that Japan was on the 
perpetrator’s side, whereas China and Ko- 
rea were on the victim’s side. 

2. Apology is a one-way action, where- 
as reconciliation is a two-way action. You 
apologize because you think your actions 
were wrong. You do not apologize on the 
condition that the apology be accepted. 
This is a fundamental principle of human 
morality. Reconciliation is different. If 
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the victim’s side does not accept the apol- 
ogy, reconciliation does not stand. In the 
real world of politics, it may be that apol- 
ogy has to be somehow linked with rec- 
onciliation. And yet, from the point of 
view of morality, something is wrong in 
that attitude. 

3. What do you mean when you apolo- 
gize? This is a question always pertinent 
to ask yourself. As discussed, the Japanese 
government had amply apologized al- 
ready. But as for each individual, it is still 
pertinent to think, what is required of 
your own knowledge, memory and heart 
to manifest your apology. 

4. Responsibility transcends genera- 
tions. Increasingly Japan is filled with 
younger generations who were brought up 
in the environment of pacifism and con- 
centration on material wealth, who have 
never dreamed of doing something mili- 
tarily menacing or dangerous. I was born 
in 1945 and was clearly not in a position to 
participate in any of the atrocities commit- 
ted. But as a Japanese I bear a generation- 
al responsibility for the actions committed 
by my parents’ and grandparents’ genera- 
tion, just as I have a generational respon- 
sibility to clear their honor if need be. If 
contradictions are not resolved in my gen- 
eration, younger generations will have to 
carry the responsibility to resolve them. 

5. All these moral grounds must come 
and should come from inside Japan. It is 
not a matter to be decided by outsiders. 
Each principle should be expressed on the 
basis of unambiguous, unconditional and 
unilateral judgment. That judgment does 
not depend on the reaction of the other 
side. If the other side decides to move 


ahead to narrow the gap between the two 
countries, something like a “grand recon- 
ciliation” or “grand bargain” may result. 
But it should never be the primary aim. 

* Regaining an Asian identity. This po- 
sition may enable Japan to overcome one 
of the fundamental fallacies of some of the 
extreme nationalist contentions. The ulti- 
mate urge of the nationalist discourse is to 
bring back the honor of those soldiers who 
fought in good faith for their country. But 
in real terms, what were the values for 
which they were prepared to give their 
life? In some cases, it was for parents, 
wives, children, brothers and sisters. In 
other cases it was the Japanese state or the 
emperor which embodied Japan’s state- 
hood. But in many cases, it was also the 
toyo heiwa, or “oriental peace.” 

Many died believing in values which 
transcend the narrow boundary of Japan, 
envisaging a greater good and justice for 
Asia. If that was the case, there is only 


one way to console the souls of those who 


died in good faith for Asia, and that is to 
re-enter Asia and to be accepted as a gen- 
uine member of Asia. There is only one 
way to achieve this objective. It is through 
the heart and morality of contemporary 
Japanese. 

Japan can never regain its national 
identity without recapturing its Asian 
identity. The demise of a forward-looking 
China policy and the rise of anti-China 
sentiments as expressed in nationalist 
discourse are regrettable because they 
represent a renunciation of the real past. 
They betray the profound national objec- 
tive of re-entering Asia. This has to be 
corrected. 
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Japan can never regain its national identity 
without recapturing its Asian identity. 


æ Other actions to follow. The five prin- 
ciples stated above are moral principles 
and are not intended to amend the basic 
legal and political structure of post-World 
War II Japan. In terms of actions to follow, 
Japan can rightly argue that the most im- 
portant action based on Japan’s contrition 
lies in its determination never to let mili- 
tarist aggression happen again, namely, in 
the completely pacifist record which Ja- 
pan kept for 60 years after World War II. 
Nevertheless, the adoption of such prin- 
ciples could make Japan’s position regard- 
ing its past more forbearing and humble. 

With this new approach of morality, 
some of the contentious issues under de- 
bate now, such as the textbook controver- 
sy or some of the legal debates underway, 
might be subject to a different solution. 
Also, if this moral attitude could be firmly 
established, it might be embodied in clear- 
er proactive actions, such as sending a 
yearly mission to China or elsewhere to 
show that Japan is not oblivious to the 
past. These ideas should emerge naturally 
in the course of deliberations. 


OLLOWING THE DECISION for a 
moratorium on Yasukuni visits, 





F 


the Japanese government and 
people need to tackle a long-neglected 
agenda in order to overcome the past. This 
should involve four aspects: 

æ Preserve Yasukuni as the central 
place for mourningin Japan, provided that 
substantial reform takes place in relation 
to its historical recognition. 
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æ Initiate national debate on the issue 
of war responsibility, and upon its success- 
ful conclusion, decide on appropriate 
treatment for the Class A war criminals 
enshrined in Yasukuni. 

# Reach a consensus on Japan’s lost 
national identity, resolving the issue of 
what was right and wrong in its prewar 
world view and show it to the world, in 
part through the establishment of a com- 
prehensive national museum of prewar 
Japan. 

# Harmonize Japan’s efforts of re- 
gaining its national identity with its post- 
World War II objective of re-entering Asia 
and regaining its Asian identity. 

This process may be a long one, and it 
may not succeed in promoting reconcilia- 
tion with China in the immediate future. 
But at least Japan would be equipped with 
a long-term strategy to deal with its past 
and overcome present contradictions. 
From the point of view of Japan’s national 
interest, I firmly believe that however dif- 
ficult and time-consuming it might be, 
moving ahead with a clear direction is in- 
finitely better than remaining adrift, facing 
domestic polarization and impossible dif- 
ficulties in relations with the rest of Asia. 
Japan will then take the moral high ground, 
moving forward to overcome the history 
issue with courage and sincerity. Even af- 
ter all the above-mentioned policy objec- 
tives are achieved, Japan may still not be 
able to overcome its past completely. But 
that will be a story to be told in the long- 
time future, not foreseeable today. = 
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AUTUMN SEES A new leader take the helm in Japan. Who will succeed 


the charismatic Junichiro Koizumi when he steps down in Septem- 


ber, and how will new leadership affect the country’s foreign and 


economic policies? Below we examine the four main contenders for 


the job and consider the outlook for post-Koizumi Japan. 


Dynastic Rivals 


by Tsuneo Watanabe 


HEN JAPANESE PRIME Minister 
Junichiro Koizumi steps down 





W 


leave behind one of the greatest legacies of 
any postwar Japanese politician. Were it 


in September this year, he will 


not for him, Japan would have had to write 
off nonperforming assets in the banking 
sector, clearly one of the biggest obstacles 
to full economic recovery. Neither would 
it have been possible for Tokyo to dispatch 
Japan’s Self Defense Forces to participate 
in the war on terror. 

But there is also a negative side to Mr. 


Koizumi’s legacy. The current political 
standoff between Japan and China is due 
largely to his insistence on visiting Yasu- 
kuni Shrine, which the Chinese govern- 
ment has criticized for being a symbol of 
Japan’s militarism. The shrine honors Ja- 
pan’s war dead, including Class A war crim- 
inals responsible for Japan’s aggression in 
the Asia-Pacific region during the 1930s 
and 1940s. 

After Mr. Koizumi’s leadership expires 
later this year, a new Liberal Democratic 
Pary LDP) leader—who will automatically 
become the new Japanese prime minister 
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given that the LDP and its coalition partner 
has the majority in the Diet—will be elect- 
ed by the 404 LDP Diet members as well as 
local LDP support groups that in total are 
assigned 300 votes. 

And while Yasukuni Shrine is not the 
only issue that will determine the selection 
of the new party leader—people are also 
concerned with the growing income gap 
between the rich and the poor, and a pos- 
sible consumption tax increase—the issue 
could be a deciding factor given that there 
are no major differences between the four 
main candidates on other socio-economic 
issues. In contrast, on foreign policy issues 
there are significant differences, especially 
with respect to Sino-Japanese relations. 

So who are the candidates to succeed 
Mr. Koizumi, and what do they stand for? 


Shinzo Abe: The Front Runner 


FAVORITE SHINZO ABE, 52, is the current 
chief cabinet secretary. From Yamaguchi 
Prefecture in western Japan, he has served 
five terms in office. Previously, he worked 
on staff for his father, Diet member and 
former Foreign Minister Shintaro Abe. Be- 
fore entering the world of politics, Mr. Abe 
worked for Kobe Steel, one of the world’s 
leading steelmakers. 

According to a poll conducted by the 
daily Nihon Keizai Shimbun in May, one 
in three Japanese people want Mr. Abe to 
become the new prime minister. (This is 
in contrast to the 21% who favor Yasuo Fu- 
kuda, the former chief cabinet secretary; 
the 3% who support Foreign Minister Taro 
Aso; and the 1% who prefer Finance Min- 
ister Sadakazu Tanigaki.) 


Mr. Abe saw his popularity explode in 
the first Koizumi cabinet (2001-03) when, 
as deputy chief cabinet secretary, he dis- 
played a tough, no-nonsense approach on 
the issue of Japanese nationals being ab- 
ducted by North Korea. His charm comes 
from the contrast between his soft, noble 
air and his ardent hawkishness. 

Mr. Abe would rather be considered a 
proud grandson of Nobusuke Kishi—who 
served as Japanese prime minister from 
1957 to 1960, and who was once arrested 
as a suspected war criminal after World 
War II—rather than as the son of the hum- 
ble Shintaro Abe who failed in his bid for 
the premiership in the 1980s. 

Mr. Abe’s grandfather, Kishi, enjoyed a 
close relationship with U.S. President 
Dwight Eisenhower and the leader of Tai- 
wan, Chiang Kaishek. The three shared a 
deep hatred of communism. Kishi’s chief 
political legacy was a revision of the U.S.- 
Japan security treaty in 1958. Although Ki- 
shi managed to get better treatment for 
Japan under the revised treaty, people’s an- 
tipathy toward the U.S. and fear of involve- 
ment in war—encouraged by the left-wing 
labor and student movement—forced Kishi 
to step down. 

When he was secretary general] of the 
LDP, Shinzo Abe was asked about his hawk- 
ish stance. He answered that he would 
rather be called hawk if that label meant an 
attitude that stands for protecting the lives 
of Japanese nationals. He is not shy about 
displaying his conservatism. At the same 
time, Mr. Abe seems to know it is some- 
times essential to compromise his views in 
order to survive in the leadership race. He 
understands that a window of opportunity 
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for becoming prime minister is very short. 
His father missed his chance by conceding 
the prime ministership to a rival and friend, 
Noboru Takeshita, in 1987. 

If the Yasukuni issue becomes a stum- 
bling block to Mr. Abe’s leadership bid, he 
may opt not to stick to his position. (He is 
on the record as stating that, as prime min- 
ister, he would visit the controversial 
shrine). However, of late he has not taken 
such a clear position, urging instead that 
Yasukuni not be on the agenda for the LDP 
leadership election. 


Yasuo Fukuda: Abe’s Rival 


THE FORMER CHIEF cabinet secretary, Ya- 
suo Fukuda, 69, is a formidable rival to Mr. 
Abe, although both belong to the Mori fac- 
tion and share similar politically conser- 
vative family backgrounds. Mr. Fukuda 
has represented Gunma Prefecture’s 
fourth district for six terms. Prior to that, 
he served as a member of staff on his fa- 
ther Takeo Fukuda’s team. Before entering 
politics, he worked for Maruzen Oil. 

The main difference between Messrs. 
Abe and Fukuda is that Mr. Fukuda is ex- 
pected to attempt a rebuilding of Mr. Koi- 
zumi’s failed Asia policy. On several 
occasions, he has clearly stated that the 
post-Koizumi prime minister should not 
visit Yasukuni Shrine. No doubt Mr. Fuku- 
da is hoping that his Asia-oriented policies 
will help him win wide public support. 

Like Mr. Abe, Mr. Fukuda’s policy 
stance cannot be understood without also 
looking at his family legacy. His father, 
Takeo Fukuda, was prime minister from 
1976-78. The elder Fukuda took over fac- 


tion leadership from former Prime Minis- 
ter Kishi, Shinzo Abe’s grandfather. (The 
faction, known then as the Fukuda faction, 
is a predecessor of the current Mori fac- 
tion). Not surprising, Prime Minister Fu- 
kuda’s political stance was similar to that 
of Kishi’s: pro-U.S., pro-Taiwan and anti- 
communist. The elder Fukuda also lent his 
name to the so-called “Fukuda Doctrine” 
which held that Japan would never be- 
come a military power; Tokyo should de- 
velop an earnest relationship with the 
Association of Southeast Asian Nations 
(Asean) countries; and that the country 
would act as a diplomatic bridge between 
Asean and Indochina. 

Today, Yasuo Fukuda’s position toward 
China and Southeast Asia can be charac- 
terized as being realistic and pragmatic. 
Like his father, the younger Fukuda is not 
particularly a pro-China dove. He is re- 
garded as a strong supporter of the U.S.- 
Japan alliance. 

Mr. Fukuda’s concern seems to be the 
damage to Japan’s national interests that 
is occurring as a result of the continued 
disconnect between Tokyo and Beijing. In 
April, Mr. Fukuda’s quest for the premier- 
ship took on a more ambitious tone when 
he launched the “New Fukuda Doctrine,” 
which he said would act as bridge between 
the original Fukuda Doctrine and a future 
East Asian Community. 


Taro Aso: The Third Man 


FOREIGN MINISTER TARO Aso, 65, has 
served Fukuoka Prefecture’s eighth dis- 
trict for nine terms previously. He was 
minister for economic planning (1996-97), 
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minister for economic and fiscal policy 
(2001), and minister for internal affairs 
and communications (2003-05). Before 
being elected to the Diet in 1979, he was a 
president and chief executive officer of 
Aso Cement, a family business. 

Like Messrs. Abe and Fukuda, Mr. Aso 
has inherited a family legacy. His grand- 
father was former Prime Minister Shigeru 
Yoshida, who between 1946 and 1954 
served as prime minister five times, and is 
considered by many to be a leading archi- 
tect of Japan’s postwar development. His 
“Yoshida Doctrine” enabled Japan to fo- 
cus on economic development by giving up 
on rebuilding its military power, all the 
while depending on the U.S. for Japan’s 
national defense through the signing of a 
mutual security treaty. Before World War 
II, Yoshida was a pro-Western diplomat. 
He was once arrested and imprisoned for 
40 days by the military police for his at- 
tempt to send a secret message to the Al- 
lied nations in order to end the war against 
the pro-War Japanese Imperial Army in 
April 1945. As a result, people erroneously 
considered Yoshida as a dovish liberal. In 
fact, he was conservative and anticommu- 
nist, although he opposed the war against 
the U.S. and the United Kingdom. 

Today, grandson Taro Aso enjoys a 
close relationship with Washington, al- 
though he is not regarded as a friend by 
many in Asia. On several occasions, Mr. 
Aso has said he supports Mr. Koizumi’s 
Yasukuni visits. In December 2005, Mr. 
Aso made it clear in the Diet that he felt 


If Yasukuni becomes a stumbling block to Mr. Abe’s 
leadership bid, he might reconsider his position. 


threatened by the nontransparent, double- 


digit growth of China’s military spending. 
And in 2003, as chairman of the policy re- 
search council of the Lpr, he also irritated 
South Koreans by saying that Japan’s infa- 
mous colonial policy to force Koreans to 
adopt Japanese surnames was started fol- 
lowing requests by Korean people. 

Political calculation and external pres- 
sure have caused Mr. Aso to recently make 
his stance on Yasukuni more ambiguous. 
In a recent interview with South Korea’s 
JoongAng Daily, he did not declare he 
would visit Yasukuni should he become 
prime minister. Instead, he said that he 
would make an appropriate decision de- 
pending on the situation. Mr. Aso belongs 
to the small Kono Faction led by the lower 
house speaker, Yohei Kono. 


Sadakazu Tanigaki, 
A Pro-China Dove 


SADAKAZU TANIGAKI, 61, is the current 
minister of finance. He has served the fifth 
district of Kyoto Prefecture for nine 
terms, and worked as a lawyer before he 
was elected to the Diet. He has held more 
ministerial positions than the other three, 
serving as minister for science and tech- 
nology (1997-98), financial reconstruction 
(2001-02) and the Industrial Revitaliza- 
tion Corporation (2002-03). Compared to 
the other candidates, Mr. Tanigaki does 
not have much ofa political legacy to speak 
of, although he did take over his constitu- 
ency from his father, Senichi Tanigaki, 
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who served as education minister from 
1979-80. Mr. Tanigaki is regarded as the 
smartest of the four candidates and a fa- 
vorite among Japan’s influential bureau- 
crats. He is the only candidate to graduate 
from the elite University of Tokyo. 
Intellectual appeal aside, Mr. Tanigaki 


scores low on the popularity stakes. His 


disadvantage in the LDP leadership elec- 
tion is his strong pro-China stance. The 
media have openly expressed concerns 
that Mr. Tanigaki would concede too much 
to China. He has been attacked by the anti- 
China conservative camp and is at a fur- 
ther disadvantage on his taxation policy, 
too. Since he is serving as minister of fi- 
nance, the public considers Mr. Tanigaki 
as likely to concede to bureaucrats’ plans 
to increase the consumption tax. 


Maneuvering Tactics 


THE TACTICAL AND tricky part of the LDP 
presidential election is that a winner needs 
an absolute majority of votes. If no candi- 
date takes an outright majority in the first 
round of voting, a second round of voting 
will elect a winner between the two final- 
ists in the first round. 

In addition to gripes about Mr. Koizu- 
mi’s foreign policies, many LDP members 
are fed up with the Koizumi style of party 
leadership. Since many regard Mr. Abe as 
the natural successor to Mr. Koizumi, anti- 
Koizumi members are likely to express 
their disapproval by voting for Mr. Fukuda 
instead. = 

In the beginning of the post-Koizumi 
race, Mr. Abe’s advantage seemed unshak- 
able. However, recent changes in Japan’s 





political mood have pushed Mr. Fukuda 
closer to the popularity levels long enjoyed 
by Mr. Abe. In a poll by the daily Nihon 
Keizai Shimbun, Mr. Fukuda increased his 
popularity by seven percentage points 
since March, while Mr. Abe lost seven per- 
centage points in the same period. 

But no matter who wins the election, 
the outcome will still have a negative af- 
fect on Japan-China relations. If Mr. Abe 
loses, the conservatives may be angry at 
both the pro-China camp in Japan as well 
as the Chinese government, which they 
could blame for influencing the result of 
the leadership election—albeit indirectly. 
If Mr. Fukuda loses, it might be difficult 
for Mr. Abe to stop visiting Yasukuni 
Shrine, and stagnated relations between 
Japan and China could continue. 


Continuing the 
Koizumi Reforms 


by Takahide Kiuchi 


PRIL MARKED THE beginning 
of the Koizumi administration’s 
sixth year, making it the third- 
longest-serving government in Japan’s 
postwar history. In light of the political 
climate of the 1990s—characterized by the 
collapse of the Liberal Democratic Party’s 
(LDP) one-party rule and a succession of 
short-lived governments—few initially ex- 
pected the Koizumi government to last so 
long. This longevity can largely be attrib- 
uted to the tailwind of the long economic 
recovery, which itself was unanticipated. 
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The sustained economic recovery has been 
the primary force keeping Mr. Koizumi in 
power, and in this sense the current ad- 
ministration can be considered a byprod- 
uct of the economic growth. 

Mr. Koizumi’s term as LDP leader ex- 
_pires in September, when a new adminis- 
tration will take the reins of economic 
policy. The next government can be ex- 
pected to carry on Mr. Koizumi’s reforms 
on the wings of a strong economy. As Mr. 
Koizumi leaves the political stage, his re- 
forms—which have been perceived as rad- 
ical and inseparable from his 
leadership—will enter the political main- 
stream. 


The Koizumi Reforms 


TO UNDERSTAND THE Koizumi reforms, it 
is necessary to review the administration’s 
policy implementation in light of changes 
in the economic environment. Mr. Koizu- 
mi was a reformer from the beginning, 
with a focus on two goals: overcoming de- 
flation and putting the nation’s finances in 
order. As expressed in the motto “no 
growth without reform,” Mr. Koizumi’s 
policies to defeat deflation were based on 
the revitalization of the private-sector 
economy complemented by reforms in the 
public sector. Specific policies included de- 
regulation and the promotion of special 
economic zones. These textbook supply- 
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Koizumt’s reforms have encouraged companies to 
help themselves rather than rely on government. 


side policies differed sharply from public- 
works and other 
demand-driven stimuli traditionally fa- 


investment 


vored by postwar Japanese governments... 


One of the Koizumi administration’s 
initial election pledges for fiscal reform was 
to cap net issuance of Japanese government 
bonds at 30 trillion yen ($266 billion) a year. 
This promise was quickly scrapped, how- 
ever, as declining tax revenues led to fur- 
ther deterioration in the fiscal situation. 
Faced with a weak economy, the adminis- 
tration placed greater priority on fighting 
deflation than on cleaning up the nation’s 
finances. The only fiscal reform goal in Koi- 
zumi’s first term was rather passive: halting 
further growth in the budget deficit. But 
the policy chosen by the administration to 
achieve this goal—cutting public-works 
spending—set it clearly apart from past gov- 
ernments. Taking this policy step meant re- 
lying on the vitality of the private sector. 
The policy contributed more to economic 
growth than any other measure. 

In fiscal 2001, when the Koizumi ad- 
ministration came to power, government 
public-works spending amounted to just 
9.4 trillion yen, so leaders could not have 
expected that even double-digit cuts in 
this spending would affect the fiscal defi- 
cit significantly. In fact, after cutting 
spending on public works by about 10% on 
paper—in its fiscal 2002 budget—the ad- 
ministration went on to cut only about 3% 
per year. But its determination to continue 
cutting back spending and not revert to de- 
mand-driven stimuli, even as the economy 
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faltered, was important in encouraging 
private companies to help themselves 
rather than rely on the government. The 
government’s overall policy stance—sym- 
bolized by these fiscal reforms—encour- 
aged companies to tackle the structural 


excesses of capacity, labor and debt. The 


elimination of these three excesses was a 
major driver of the recovery. 

As it became increasingly clear that the 
economy was recovering, the Koizumi ad- 
ministration’s economic policies gradually 
shifted from fighting deflation by revital- 
izing the private sector to adopting practi- 
cal fiscal reform. The results of this shift 
are already evident. After growing from 30 
trillion yen in fiscal 2002 to 36.6 trillion 
yen in fiscal 2004, the central government 
budget deficit is expected to shrink to 30 
trillion yen in fiscal 2006. Over the past 
two years the deficit decreased by 6.6 tril- 
lion yen, with revenues rising by 4.2 tril- 
lion yen and expenditure falling by 2.4 
trillion yen. The major drivers of the de- 
cline are increased tax revenues—driven 
by the economic recovery—and 1.6 trillion 
yen of tax increases planned for fiscal 
2006, including a halving of the “fixed- 
rate” tax credit and a tax hike on ciga- 
rettes. 

On the expenditure side, public-works 
spending has fallen by only 600 billion yen 
over the past two years—from 7.8 trillion 
yen to 7.2 trillion yen—and has not contrib- 
uted significantly to overall deficit reduc- 
tion. The greatest decline in spending has 
been for local tax allocations, which have 
fallen by 1.9 trillion yen over the past two 
years. Clearly, fiscal reforms at the local 
government level are beginning to have a 
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positive impact on the central government 
deficit. 

Not until deflation was nearly defeated 
was the environment ripe for the Koizumi 
administration to undertake bold efforts 
at fiscal reform. In its final months, the ad- 
ministration has sought not just to reduce 
the deficit but also to restructure the pub- 
lic sector under the banner of “small gov- 
ernment” policy. As expectacions of 
public-sector restructuring grow, some 
members of the public are concerned that 
the efforts will upset the stability of the 
now-healthy private sector, which has 
completed its structural adjustment. 

The fiscal reform policies, which rely 
heavily on large tax hikes, do entail sucha 
risk. But the Koizumi administration has 
decided to put off a fiscal 2007 increase in 
the consumption tax—consideration of 
which was part of the Lpp’s election man- 
ifesto—and instead give priority to “small 
government” legislation in the current 
session of the Diet. 

One such piece of legislation is the Ad- 
ministrative Reform Promotion Law, 
passed by the lower house on April 20. It is 
a comprehensive reform package consist- 
ing of five key elements: reforms to govern- 
ment-affiliated financial institutions; 
streamlining of the so-called special ac- 
counts; cuts in the number of civil servants; 
a review of independent administrative 
agencies; and reforms to the government’s 
balance sheet. The upper house is expected 
to approve the bill in May. 

Of the various bills expected to pass in 
the current Diet session, the one likely to 
play the biggest role in achieving “small 
government” (other than the Administra- 






tive Reform Promotion Law itself) is the 
Market Test Law. In a market test, public 
services are put up for competitive bids 
from both private- and public-sector pro- 
viders. Services that the private sector can 
deliver more efficiently are privatized. All 
public services would undergo market 
tests under the bill being considered. In 
other countries, in many instances the use 
of market tests has led to substantial re- 
ductions in government expenditure. 

The Market Test Law is perhaps the 
clearest example of the Koizumi adminis- 
tration’s “small government” policies. 
These policies attempt to kill two birds 
with one stone through fighting deflation 
as well as achieving fiscal reform by revi- 
talizing the private-sector economy. As a 
policy concept it represents a fitting con- 
clusion to the Koizumi reforms. 


Economics, After Koizumi 


THERE IS LITTLE likelihood of significant 
changes to the Koizumi reforms regard- 
less of who becomes the next prime min- 
ister. Three factors will prevent major 
revisions. First, none of the leading candi- 
dates support economic policies signifi- 
cantly different from the current ones. 
Second, even ifthe environment surround- 
ing these policies were to change, there is 
strong public support for the Administra- 
tive Reform Promotion Law and other ele- 
ments of the current legislative agenda in 
the Diet and for Mr. Koizumi’s push for 
“small government.” Finally, the economy 


Policy coordination with the monetary authorities 
will be the greatest uncertainty for economic policy. 
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continues to improve. 

The administration can be expected to 
officially declare an end to deflation by the 
time Mr. Koizumi steps down at the end of 
September, in a bid to highlight its histor- 
ic achievements and the validity of its eco- 
nomic policies both domestically and 
overseas. Public support for the Koizumi 
reforms is unlikely to weaken significant- 
ly, barring serious deterioration in eco- 
nomic conditions. While a sharp slowdown 
in overseas economies could push Japan’s 
economy into a cyclical slowdown within 
the next few years, a return to severe de- 
flation is highly unlikely. 

Two areas in which the selection of the 
next prime minister may affect economic 
policy are the timing of a consumption tax 
hike and policy coordination with the mon- 
etary authorities. While the current admin- 
istration has acknowledged that fiscal 
reform will eventually require hiking the 
consumption tax, it has also argued that 
raising the tax too soon risks wasting an op- 
portunity to improve public-sector efficien- 
cy, which will rise as the sector is cut off 


from a fat government purse. In our view, 


the public consensus calls for the govern- 
ment first to minimize unnecessary expen- 
diture and enhance the transparency of the 
spending process before it considers any in- 
crease in the consumption tax. The Koizu- 
mi administration’s reforms to the so-called 
special accounts are clearly aimed at fixing 
government expenditures. 

Of the leading candidates to succeed Mr. 
Koizumi, only Finance Minister Sadakazu 
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Tanigaki, representing the interests of the - 


ministry he heads, has argued for the sub- 
mission of a consumption tax hike bill by 
the end of 2007. But even if Mr. Tanigaki 
becomes the next prime minister, such a 


bill is unlikely to be submitted to the Diet — 


before the 2008 session given public opin- 
ion as well as potential political fallout for 
the autumn 2007 upper house election. 
Most likely, the hike will be implemented 
in either October 2008 or April 2009. The 
timing and magnitude of a consumption tax 
hike are unlikely to vary much regardless 
of who succeeds Mr. Koizumi. 

Policy coordination with the monetary 
authorities will be the greatest uncertainty 
for economic policy under a new adminis- 
tration. Before the Bank of Japan (BoJ) end- 
ed quantitative easing in March, it was in 
constant friction with the government and 
the Lop, which were concerned that a 
change in monetary policy would adverse- 
ly affect the economic and fiscal environ- 
ment. If the Koizumi administration does 
declare an end to deflation by the end of 
September, the government’s main justifi- 
cation for opposing the next step in the 
monetary policy normalization process—an 





end to zero interest rates—will disappear. 
Once the BoJ begins hiking interest rates, 
however, expect a rekindling of friction be- 
tween the BoJ and the government. 

If the government threatens the BOJ’S 
independence by intervening in monetary 
policy, financial market stability could be 
endangered, as reduced market confidence 
in monetary policy pushes long-term inter- 
est rates higher. By increasing interest pay- 
ments on the national debt and impeding 
stable economic growth, rising long-term 
rates could also create a major obstacle to 
fiscal reform. Even if the next administra- 
tion carries on the Koizumi reforms, a lack 
of cooperation on monetary policy could 
hinder fiscal reform, diminishing the effec- 
tiveness of the Koizumi policies. 

Only if the government and the BOJ 
demonstrate respect for each other’s poli- 
cymaking independence will the benefits of 
the system of checks and balances be max- 
imized, leading to an optimal policy mix. 
Many will be watching closely to see wheth- 
er the next administration—the first to im- 
plement economic policy in the postdeflation 
era—is able to work together with the BOJ 
to develop an appropriate policy mix. ™| 
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Halfway to 
China’s Collapse 


by Gordon G. Chang 





HE COMING COLLAPSE of 
China, my book, predicts 
the fall of the Chinese 
Communist Party by the 
end of this decade. We 
are now at the halfway point between its 
publication in 2001 and that time. So is 
China’s leading political organization on 
schedule for a fall? 

It certainly does not look like it is. On 
the contrary, China’s mighty one-party 
state is a wonder to behold. It has spon- 
sored torrid economic growth that is 
transforming, within a single generation, 
a destitute agrarian society into a prosper- 
ous urban one. The change has been so 
rapid that, at least according to the weight 
of global opinion, the Chinese will own the 
century in which we now live. 

By ascending the ranks of nations at an 
accelerated pace, China is altering our no- 
tions of political governance. A few years 
ago Francis Fukuyama told us that “the 
evolution of human societies through dif- 





ferent forms of government had culminat- 
ed in modern liberal democracy.” China, 
however, has convinced many analysts 
that autocracy still has a future. Or as 
Homer pointed out, “There is strength in 
the union of very sorry men.” 

Yet China remains a fragile nation. As 
China’s new leaders successively open 
their great country, all the forces that ap- 
ply around the world—political, economic, 
and social—are beginning to apply in Chi- 
na as well. As this process continues, as 
China becomes less Chinese, the country’s 
centrally directed political system be- 
comes vulnerable. 

So the issue today is not whether the 
central government is doing the right 
things or the wrong things. The issue is 
time. In the next five years, China will face 
many challenges, some of them unprece- 
dented. We are all familiar with the list of 
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problems: pauperization of the country- 
side, creation of bad debts in the banking 
system, accumulation of local government 
deficits, underfunding of the social-secu- 
rity system, destruction of the environ- 
ment, corruption of all aspects of society, 
and erosion of essential social services, to 
name just the most prominent. 

One problem looms especially large. 
The Chinese have prospered partly be- 
cause the United States and the West have 
supported the Beijing regime at critical 
moments. Yet Beijing cannot automatical- 
ly count on a friendly international envi- 
ronment in the future. After all, there is a 
growing belief that the Chinese are threat- 
ening the manufacturing base of the West. 
In late March of this year, the European 
Union and the United States took the step 
of jointly filing a World Trade Organiza- 
tion complaint against the country’s dis- 
criminatory auto-parts tariffs. 

Moreover, the consensus to engage 
China is breaking down as Beijing is in- 
creasingly perceived as more assertive 
than cooperative. China’s proliferation of 
nuclear-weapons technology, its diplomat- 
ic and material support of unsavory re- 
gimes, and its pursuit of outlandish 
territorial claims could bring it into con- 
flict with the very countries that have so 
far patiently engaged it. 

Any one of these problems—the old 
ones as well as the new one—would be dif- 
ficult for the Communist Party to take. 
Add them all together, and we can see why 
the regime could fail. The point is that 
Beijing faces many challenges all at once, 
not one challenge at a time. 

Even if it could solve each one of these 


problems in short order, the Communist 
Party would still face one insurmountable 
challenge. Those who are optimistic about 
the future of the P.R.C. point to the eco- 
nomic growth and progress of the last 25 
years, but that is precisely why the coun- 
try’s one-party state is in such jeopardy. 

Change, history tells us, is tough for re- 
forming regimes. Alexis de Tocqueville 
noted that peasants in prerevolutionary 
France detested feudalism more than their 
counterparts in other portions of Europe, 
where conditions were worse. Discontent 
was highest in the most modernized parts 
of France. Moreover, the French Revolu- 
tion followed “an advance as rapid as it 
was unprecedented in the prosperity of 
the nation.” As Tocqueville notes, “steadi- 
ly increasing prosperity” doesn’t tranquil- 
ize citizens. On the contrary, it promotes 
“a spirit of unrest.” 

Chinese leaders should not take com- 
fort from the fact that Tocqueville was 
writing about 18th century France. We 
saw these same trends playing out in late 
20th century Thailand and, more impor- 
tant, both in Confucian South Korea two 
decades ago and Chinese Taiwan just a lit- 
tle later. 

Senior Beijing officials now face the di- 
lemma of all reforming autocrats: econom- 
ic success endangers their continued 
control. As Harvard University’s Samuel 
Huntington notes, sustained moderniza- 
tion is the enemy of one-party systems. 
Revolutions occur under many conditions, 
but especially when political institutions 
do not keep up with the social forces un- 
leashed by economic change. 

So it should come as no surprise that as 
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China has grown more prosperous, it has 
also become less stable. In fact, there were 
58,000 protests in 2003, 74,000 in 2004, 
and 87,000 last year according to official 
statistics. These protests are getting larg- 
er. Especially in this decade, demonstra- 
tors have often numbered in the tens of 
thousands—a few protests in 2002 in the 
northeastern part of the country may have 
even reached the 100,000 mark. 

And demonstrations have also become 
more violent. For example, last December 
riot police killed at least three villagers in 
Dongzhou in southern Guangdong Prov- 
ince. Some reports, however, say as many 
as 20 died protesting the illegal seizure of 
land to build a power plant. Observers lik- 
ened this incident to Tiananmen. In 1989, 
Beijing’s students, workers, and common 
citizens demonstrated peacefully. Protes- 
tors in Dongzhou, however, used pipe 
bombs to attack police formations. 

In short, demonstrators have begun to 
use deadly force as a tactic against local 
authorities. The violence is a sign of in- 
creasing volatility in China and an indica- 
tion that the Chinese political system is 
having difficulty in channeling discontent. 
And take note: most of the worst incidents 
are occurring in the more prosperous 
parts of the country. 

We are also beginning to see middle- 
class Chinese—the beneficiaries of a quar- 
ter century of reform—take to the streets. 
They act like peasants and workers when- 
ever they think their rights are threatened. 
If there is one unifying theme for unrest 
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The Party can say and do many things, but one thing 
it cannot do is create a representative government. 


today, it is the desire for justice, the de- 
mand to be treated fairly. That’s a hopeful 
sign for society in general. 

But not for the nation’s leaders. The 
Communist Party can do many things, but 
one of the things it cannot do is to create a 
society in which everyone has a chance to 
be heard and to have a day in court. The 
Party may have abandoned Marxism, but 
it is trying to develop a new form of Lenin- 
ism. As a result, it often governs harshly 
and unfairly. 

The Communist Party has become in- 
capable of reinvigorating itself. Once 
young and vital, it has been eroded by 
widespread disenchantment, occasional 
crises, and the enervating effect of the 
passage of time. The Party may be big, but 
it is also corrupt, reviled, and often inef- 
fective. It is barely functioning in some 
gangs. Party leaders have tried to broaden 
the basis of their organization’s support to 
include everyone in society. The Soviets 
tried the identical tactic of abandoning the 
ideology of class struggle, and we know 
what eventually happened to them. A gov- 
ernment cannot represent everyone with- 
out representative governance. 

In a closed system, Beijing’s leaders 
could move as fast—or as slow—as they 
pleased. But the real passage of time, pre- 
viously irrelevant to regime, makes the 
Communist Party’s cumbersome decision- 
making look like a fatal condition, espe- 
cially in light of the critical challenges 
facing the nation in the next few years. 
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Chinese intellectuals criticize Mikhail 
Gorbachev for reforming too quickly, but 
the real lesson for China is that change 
cannot be planned, ordered, or controlled. 
Mr. Gorbachev initially believed that re- 
form could be imposed from the top in lim- 
ited doses. He was wrong, because it 
exploded from the bottom up. 

No one should think that the Chinese 


- people will let the cadres control the pace 
~ of transformation. At one time Beijing’s of- 


ficials were leading change, but now 
they’re struggling to keep up. Technocrats 
ponder their five-year plans while every- 


one else has already entered the future. 


Deprived. for decades, people don’t just 
want more; they demand everything. 
Beijing can censor, imprison, and suppress, 
but the Chinese nonetheless manage to 
carry on national conversations—both on- 
line and off—that grow more lively and 
provocative by the year. 

The country’s leaders are, of course, 
doing everything to remain fully in control 
in the run-up to the Beijing Olympics in 
2008, yet they will be unable to maintain 
a high level of vigilance. Squeezing too 
tight now, the Communist Party will even- 
tually have to relax its grip. The increased 
repression before the Games will undoubt- 
edly aggravate existing tensions in society. 
The combination of growing alienation 
and declining government strength should 
make the last years of this decade a time of 
even greater instability. 

Many nations suffer post-Olympic eco- 
nomic slumps after building booms end, 
tourists go home, and sponsorship money 
is spent. Beijing claims uninterrupted 
growth in gross domestic product since 
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1976, the year the Cultural Revolution of- 
ficially ended. Beijing’s problem is that no 
government has ever succeeded in elimi- 
nating recessions and depressions. China 
is unlikely to be the first. 

Unfortunately for the regime, seeming- 
ly uninterrupted economic growth has bred 
the notion that prosperity is just part of the 
natural order, especially along the coast. 
The result is that gratitude is eroding. The 
government, therefore, has to constantly 
validate itself since it no longer represents 
the vanguard of class struggle and does not 
rest on the consent of the governed. 

The stakes, of course, are high. If 
growth were to slow, there could be unrest 
comparable to, say, Indonesia in 1998, 
when Suharto fell. As Mr. Huntington 
wrote, “Revolutions often occur when a 
period of sustained economic growth is 
followed by a sharp economic downturn.” 
But China’s recent history shows that re- 
cession is not a precondition for radical 
anti-state action. The Tiananmen Square 
incident, after all, followed a period of 
growth that was merely mismanaged. 

The protests in China today may resem- 
ble unrest that has existed for generations. 
Therefore, some argue they are not neces- 
sarily signs of impending regime change. 
Nonetheless, these disruptive events are 
occurring at a time of great stress in society. 
As a result, they have the potential to cause 
government collapse. Chinese people today 
may not have revolutionary intentions, yet 
their acts, occurring at this turbulent time, 
have revolutionary implications. In sum, 
too much is happening too fast for any gov- 
ernment—no matter how institutional- 
ized—to hold on. t | 
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How China Can Bring 
Sunshine to Korea 


by John S. Park 





NTICING NORTH KOREA 
to integrate into the re- 
gional economic system 
holds the greatest prom- 
ise for a long-term, 
peaceful resolution of the nuclear imbro- 
glio. By refocusing its Sunshine Policy, 
Seoul stands a better chance of realizing 
this goal. 

Originally adopted by the Kim Dae Jung 
administration in the late 1990s, the three 
principles ofthe Sunshine Policy are: South 
Korea will not tolerate any armed provoca- 
tion that would threaten peace on the pen- 
insula; Seoul will not seek to absorb North 
Korea; and third, South Korea will actively 





push reconciliation and cooperation with 
the D.P.R.K. 

While symbolic achievements have been 
attained in high-level inter-Korean meet- 
ings and activities, the Sunshine Policy has 
been and continues to be incrementally im- 
plemented on the North’s terms. The core 
objective of this policy—facilitating chang- 


es in the North’s behavior through econom- 
ic interaction—remains as important now 
as it was when the policy was first launched. 


Yet the Sunshine Policy though has been © 


largely ineffective in this endeavor. 

In light of the antagonistic relationship 
that existed between the two Koreas inthe 
early 1990s, the construction of the Kae- 
song Industrial Complex, the current em- 
bodiment of Seoul’s main approach to 
dealing with the North, is indeed a remark- 
able feat. While this complex, strategically 
located north of the demilitarized zone, is 
symbolically important, the massive scale 
that is envisioned in the coming years is 
unlikely to be realized in North Korea. 
Pyongyang’s concerns about political con- 
tamination will, in practice, continue to 
limit the growth of inter-Korean economic 
development projects. If the size and num- 
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ber of such projects were to proliferate, it 
would become increasingly difficult for the 
North Korean regime to closely monitor 
the growing number of North Korean 
workers and prevent each of them from 
spreading information about the superior- 
ity of South Korea’s system. 

However, Seoul’s vision of closer inte- 
gration with Pyongyang can still be real- 
ized—but this time not through activities 
conducted on the Korean Peninsula, but in 
neighboring China, specifically in China’s 
northeastern provinces. 

Among the regions left behind in Chi- 
na’s uneven boom is its northeastern rust- 
belt. Traditionally home to state-run heavy 
industries, the provinces of Heilongjiang, 
Jilin and Liaoning have struggled to imple- 
ment the central government’s develop- 
ment initiatives aimed at raising them from 
the shadow of low-paying steel and ship- 
building enterprises. In recent years, these 
provinces have experienced nascent eco- 
nomic growth, not as a result of earlier 
state programs but rather because of rising 
commerce with North Korea. 

An International Crisis Group report 
points out that China accounts for over 
40% of North Korea’s foreign trade, which 
in 2005 totaled $1.6 billion. China’s recent- 
ly launched Five-Year Development Pro- 
gram will speed up this trend. A core 
component of the program is large-scale 
infrastructure development. Constructing 
railway connections, expanding highways 
and dredging deep-sea ports are projected 
to help facilitate greater commerce among 
key Chinese and North Korean cities. 

Helping to create prosperity and jobs in 
this Chinese rustbelt is a way for the South 


Korean government to enable its Sunshine 
Policy to flourish. By building factories and 
infrastructure projects in the area along 
the Sino-North Korean border with the 
participation of South Korean private sec- 
tor firms, Seoul would be assisting the de- 
velopment of a regional engine of growth 
that would dramatically surpass Kaesong. 
South Korean factories in joint ventures 
with Chinese firms could bring about the 
construction of massive industrial com- 
plexes that would straddle the border. For 
political considerations, rather than en- 
couraging a cluster of 100%-owned and op- 
erated South Korean firms along this border 
zone, the South Korean government should 
encourage South Korean small- and medi- 
um-sized enterprises to strategically invest 
in Chinese firms in the area. If South Ko- 
rean investment in these firms is less than 
50%, the industrial products that the firms 
produce could be shipped to third countries 
as Chinese-produced goods. Such an ap- 
proach could bypass restrictions concern- 
ing origin of production regulations. 
Significantly, industrial complexes 
along the border would provide an effec- 
tive arrangement where benefits, both fi- 
nancial and symbolic, are maximized, and 
political costs are minimized. Highly sen- 
sitive to being depicted as an intervention- 
ist or unilateral power, China could, 
through cooperating with South Korean 
companies, create joint ventures to be used 
in the economic engagement of the North. 
Within these ventures, it would be impera- 
tive that the Chinese play the more visible 
role when initially structuring the eco- 
nomic arrangements with North Korean 
entities, North Korean concerns about po- 
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Helping to create prosperity in China’s northeastern 
_rustbelt will allow Seoul to get closer to North Korea. 


litical contamination from South Korean 
companies could thereby be allayed. The 
socialization and interaction among Chi- 
nese, South Korean, and North Korean 
businessmen would occur incrementally as 
the level of economic activity rises. 

Following the establishment of Sino- 
South Korean joint ventures with North 
Korean partners, interaction among these 
parties could be accelerated further under 
the auspices of a key United Nations De- 
velopment Programme project. Started in 
1991, the UNDP’s Tumen River Develop- 
ment Program functions as an institution- 
al mechanism that promotes Northeast 
Asian regional dialogue and furthers eco- 
nomic interaction. For over a decade, the 
Tumen River Area Development Program 
has facilitated economic cooperation 
among the five member countries: China, 
North Korea, Mongolia, South Korea, and 
the Russian Federation. Unfortunately, 
the ongoing nuclear crisis has largely im- 
peded the Tumen project from reaching 
its full potential. While Kaesong would 
continue given its symbolic significance to 
the inter-Korean relationship, the major 
economic benefits in this relationship 
would be realized through the Sino-North 
Korean border region industrial complex- 
es. Indeed, a South Korean policy based 
solely on Kaesong would eventually make 
this complex little more than an ineffec- 
tive model village of inter-Korean integra- 
tion for South Korean tourists. 

The last time Seoul developed and im- 
plemented a creative and highly effective 


policy to deal with North Korea was in the 
late 1980s and early 1990s with Nordpolitik. 
Dangling trade incentives, Seoul success- 
fully established diplomatic relations with 
North Korea’s core allies—China, the for- 
mer Soviet Union, and Soviet bloc coun- 
tries. In doing so, Seoul gained the upper 
hand in inter-Korean relations by receiving 
de facto recognition of its dominant eco- 
nomic and political power on the peninsu- 
la. South Korea used the increased political 
capital garnered through Nordpolitik in its 
efforts to establish détente with Pyong- 
yang. By focusing more on developing the 
northeastern Chinese provinces, a strate- 
gically enlarged Sunshine Policy would 
thrive and facilitate greater engagement of 
Pyongyang as North Korean provinces 
would be drawn further into this localized 
economic development frenzy. Seoul’s pol- 
icy effectiveness in this regard would once 
again highlight South Korean leadership 
and influence. 

As the North Korean nuclear issue in- 
creasingly becomes a chronic part of the se- 
curity landscape in the region, more 
economic development activity will be rap- 
idly fostered by Beijing. Trade with North 
Korean provinces will figure into national 
as well as provincial initiatives in China. As 
this trend accelerates, the South Korean 
government has a strategic choice to make— 
to focus largely on Kaesong-type initiatives 
based on grand dreams, or to strike out on 
a bold policy initiative in northeastern Chi- 
na that would integrate North Korea into a 


swelling economic phenomenon. Li 
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What’s Next for 
China’s SOES 


by Leila Fernandez-Stembridge and Jean-Francois Huchet 
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HINA HAS BEEN trying 
without success to re- 
form its state-owned en- 
terprises for more than 





25 years. Along the way, 

the central government has often changed 
its reform strategy: sometimes tinkering 
here and there, other times introducing 
drastic changes. 

Some changes, such as the introduction 
of the contract responsibility system, 
which gave decision-making autonomy to 
the SOE managers, were “bottom-up” in 
approach. Others, such as the recent estab- 
lishment of the State Assets Supervision 
and Administration Commission, or SA- 
SAC, were more “top-down,” coming about 
as a result of central government initia- 
tives. While the results from more recent 
reform measures have been quite encour- 
aging, China still has a long way to go be- 
fore it can declare once and for all that its 

‘soEs have been “reformed.” 
By 2002, 86% of the 87,000 industrial 


soEs had been restructured, 70% of which 
were fully or partially privatized, 10% 
were shut down, and 20% had undergone 
a merger with other soes. This process al- 
lowed soes to shed excess labor. Between 
1998 and 2005, 35 million soz workers lost 
their jobs. On a more positive note, the re- 
structuring of the soEs resulted in encour- 
aging improvements in SOE profitability: 
In 2003 net profit as percentage of revenue 
was 7% for the nation’s SOEs, up from the 
1% recorded in 1997. 

But the reform process was far from 
over. Next on the cards was a complete 
overhaul of the state-assets management 
system. The establishment of sasac in 
March 2003 represented a significant de- 
parture from the previous anarchic situa- 
tion where hundreds of government 
ministries and other bureaucratic entities 
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got to have their say in the daily operations 
of soes. In one swoop China had clarified 
and simplified its state-assets manage- 
ment system. Considering China’s admin- 
istrative structure, the central sasac was 
also responsible for the creation of provin- 
cial sasacs, by providing specific guide- 
lines as a mechanism to guarantee 
transparency and centralization of SOEs 
funds. 

SASAC was created as an instrument to 
address the problems of debt-ridden soes, 
which by then represented almost 200,000 
companies worth about 10 trillion yuan 
($1.2 trillion). As of mid-2006, it oversaw 
a portfolio of 167 of the biggest and cen- 
trally controlled sozs—including those in- 
volved in critical sectors of the economy 
such as telecommunications, civil avia- 
tion, oil, steel and auto manufacturers— 
with combined assets of about 6 trillion 
yuan ($800 billion). The overseeing of all 
remaining SOEs was left to local state-asset 
watchdogs. 

SASAC expects to reduce the number of 
SOEs it oversees to between 80 and 100 in 
the next five years by selling most of them 
off, except for 30 to 50 soes, which are to 
be listed and will eventually be fully inter- 
nationalized by 2010, among them Petro- 
China, Sinopec, cNooc, Baosteel, Wu Steel, 
China Mobile, China Telecom, China Net- 
com, China Unicom, Lenovo, TCL, Haier, 
Dongfeng Auto, Air China and China East- 
ern Airlines. 

Through sasac, which essentially plays 
the role of an investor in SOEs, the central 
government should be able to achieve a 
better control over corporate governance 
through a more effective centralization of 


decision-making initiatives. Under the 
principle of separation between public ad- 
ministration and ownership, and accord- 
ing to its Bureau of Enterprise Reform, 
SASAC is mainly responsible for the super- 
vision and administration of state-owned 
assets through various mechanisms: it ap- 
points and removes or makes proposals for 
responsible persons of SOEs; it is respon- 
sible for the restructuring and reorganiza- 
tion plans of soEs, as well as for the 
division, merger, dissolution/ declaration 
of bankruptcy for soEs and capital increase 
of soes bonds; it decides on the transfer of 
state-owned equity; it makes arrange- 
ments for settling laid-off workers: it im- 
plements the guidelines of the overall 
level of soes remuneration allocation; it 
is also charged with preserving and in- 
creasing the value of state-owned assets. 

Allin all, sasac’s performance should, 
in theory, have improved the overall cor- 
porate governance system of soEs through 
well-functioning boards of directors, and 
triggered a new round of privatization by 
increasing business opportunities for both 
domestic and foreign investors. However, 
the truth is that three years after its cre- 
ation doubts still remain as to sasac’s ef- 
fectiveness. 

For example, itis unclear how far SASAC 
has managed to penetrate the day-to-day 
activities of soes, and whether it has grant- 
ed the sasac Board of Directors sufficient 
leeway to carry out its responsibilities, or 
whether it has managed to effectively exer- 
cise its ownership rights. Furthermore, 
there has been a lack of transparency in the 
regulators’ decision-making. For example, 
in November 2004, the sudden, unex- 
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plained reshuffle of ceos in four of China’s 
state-owned telecom carriers; the almost 
total absence of any consultation with the 
public on its policies; and the lack of inter- 
ministerial coordination both at the central 
and provincial levels. 

For sasac to become a more credible 
and legitimate institution, we would sug- 
gest to address the following issues: 

æ Improve the allocation of soes’ divi- 
dends. As of today, SASAC and the Ministry 
of Finance are still mired in negotiations 
as they try to figure out just which body is 
responsible for absorbing the money from 
soEs. After all, big holding companies tend 
to hold the money and do not give it di- 
rectly to the Treasury. It is important that 
SASAC and the Ministry of Finance reach 
an agreement on how to best supervise the 
SOEs accounting systems and therefore 
guarantee a more centralized absorption 


_of SOEs revenue. 


# Clarify today’s ownership policy. The 
definition of state ownership tends to be 
blurred, as many SOEs remain in the fron- 
tier between collective and state-owned. 
It is important to clarify the firms’ owner- 
ship structure, so that the management of 
state-owned assets becomes increasingly 
transparent. Policies such as the so-called 
“some [SOEs] go further, some [SOEs] with- 
draw” (youjin youtut) or “grasp the big 
[soes], release the small [sozs]” (zhuada 
fangxiao) should not only facilitate the 
progressive reduction of soes, but should 
also contribute to a clearer ownership di- 
versification. In this way SASAC’s duties 


__ will be better addressed. 


=== œ Further improve corporate gover- 
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nance. Following some of the most recent 


OECD guidelines on SOEs’ corporate gover- | 
nance, in 2004 sasac launched seven pilot | 
soEs and will extend the experimental ex- 
ercise to 14 this year and 30 next year, invit- 
ing foreign managers and CEOs to be part of 
a more transparent corporate governance 
system. As Party cadres’ interference at the 
decision-making level is reduced, SOEs’ pro- 
ductivity should increase. SASAC’s liability 
in preserving and increasing the value of 
state-owned assets would then become 
much easier and, of course, much more le- 
gitimate. As the initiative is still at an ex- 
perimental level, it is still too early to 
evaluate its level of success. 

æ Advocate for a better bankruptcy law. 
While China does have a bankruptcy law, 
enforcement is poor. In addition, in con- 
trast to Western economies where bank- 
rupt companies must pay back their loans 
to banks first, in China employees are the 
first in line to be paid. This means that SA- 
sac should be given the necessary legiti- 
macy to adjust its intermediary role in the 
SOEs’ payment procedures to banks, which 
should increasingly become first receivers 
of loans. This of course can contribute to 
an effective reduction of the banks’ non- 
performing loans. 

æ Guarantee an effective debt-equity 
transfer. Although according to the State 
Council there is rapid progress in this field 
and 400 billion yuan has already been 
transferred from bankrupt firms to the 
central sasac from 2000-06, this remains 
as a big obstacle to the effective function- 


“ing of numerous soEs. No exact figure is 


currently available on how much debt still 
needs to be transferred, but we assume SA- 
sac’s role in the reorganization of SOEs and 
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the restructuring of their capital should 
effectively decide on their transfer of 
state-owned equity. 

# Increase compensation levels to SOEs 
laid-off workers. Laid-off workers need to 
be compensated for their job losses. De- 
spite the existing training programs and 
monthly subsidies, compensation remains 
insufficient. SASAC needs to play a more 
proactive and credible role in settling laid- 
off workers and in implementing the SOEs 
remuneration allocation system so that by 
2007, the official figure of 200 billion yuan 
can be effectively transferred. 

# Effectively reduce the number of small 
SOEs. According to the official statistics, 
about 80% to 90% of small soes have been 
sold in the coastal areas, mainly at the 
county level, while 60% have been sold at 
the city level. The process is being much 
slower in the Northeastern and North- 
western areas of the country. After all, 
state assets have been sold to managers at 
an excessively low price, a situation that 
has inevitably caused certain tensions. SA- 
sac has the responsibility to guarantee an 
increase in the value of these shares, so 
that small soEs are better compensated 
and do not become major losers in the re- 
structuring process. Should sasac’s bias 
towards big soes become too aggressive in 
detriment of small soes, there could be a 
risk of industrial and social tension. 

æ Try to minimize the conflict of govern- 
mental interests, As in most of the current 
economic policy-making initiatives, gov- 


ernmental departments tend to overlap in ` 


their functions and compete for voice and 
power in the resolution of SOE reforms. 
Considering this situation, it is important 


that there is a more coherent legal frame- 
work whereby functions within the gov- 
ernment are more clearly determined and 
do not undermine the logic process of re- 
forms. From a functional point of view, 
there are far too many departments in- 
volved within one same economic sector, 
for which it is necessary to choose the ap- 
propriate departments focusing on capital 
return, strategic outlets, use of reserves, 
or simply on specific economic sectors. SA- 
SAC’s supervision function should guaran- 
tee more transparency in their accounting 
and financial systems. 

In addition, it is also important to 
open up all soes to the globalization pro- 
cess through larger international man- 
agement teams including more 
independent and foreign directors on all 
SOE boards. This may be the reason why 
SASAC is currently flirting with other 
models of state-holding companies, both 
from the West and the East. 

Good models are found in Europe’s 
state agencies in France, Finland and Nor- 
way, while in Asia the main points of ref- 
erence are Singapore’s Temasek Holdings, 
Japan’s keiretsu and South Korea’s chaebol 
conglomerates. Although the flirting con- 
tinues, and SASAC seems to give prefer- 
ence to the Eastern model, it has shown 
particular interest in Europe’s manage- 
ment of state assets, particularly France’s 
State Asset Management Bureau audit 
systems, where the privatization of public 
enterprises since 1986 has been tightly 
linked to the presence of inspectors su- 
pervising the accounting systems and 
guaranteeing full transparency. 


In the case of Asian models, sAsac’s di- 
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alogue with Singapore’s investment arm 
Temasek has been particularly intense. In 
fact, Temasek announced in March this 
year that its total investments in China to- 
taled 35 billion yuan ($4.2 billion), and is 
now working closely with sasac on Chi- 
na’s SOE reforms. Although sasac is by def- 
inition a state-supervision commission, 
while Temasek is a state-holding company, 
Temasek appears to be an inspiring blue- 
print in terms of transparency improve- 
ment and corporate governance 
mechanisms. 

However, comparison cannot be en- 
tirely realistic, as China’s magnitudes are 
totally different to Singapore’s city-state 
parameters, and China’s state assets are 
obviously much larger. If sasac were to 
apply similar mechanisms to Temasek’s, 
without getting too involved in excessive 
transaction costs, it could create a frame- 
work where small state-holding compa- 
nies compete with each other. Nevertheless, 
we know that sasac does not pursue inter- 
nal competition, but prefers instead to 
promote the three largest SOEs in each of 
the main sectors of the economy. 

An alternative source of inspiration 
could be Japan’s keiretsu or Korea’s chae- 
bol business groups. However, this is not 
too realistic either, as SASAC tends to have 
firms focus on specific sectors, while the 
keiretsu and chaebol tend to be much more 
diversified. In terms of industrial subsi- 
dies, some authors argue that the chaebol 
system could ultimately provide a guiding 
model for China’s policy on industrial sub- 
sidies, whereby the state helps the national 
champions to diversify their range of busi- 
nesses and to link more closely to the state. 


All in all, sasac might therefore want to 
include a hybrid of different models. 

One of the hottest debates will be over 
how to proceed with further rounds of 
privatization, especially concerning the 
biggest state-owned groups. For instance, 
how big a share of their equity can they sell 
on the stock market? Another debate is 
over the limit on foreign ownership of 
these groups. Economic nationalism is 
emerging, and we still do not know if the 
state will further relax the rules to allow 
takeovers by foreign companies. 

However, not all soes should be priva- 
tized, especially those that are strategi- 
cally important to the national economy. 
Protected sectors such as banking, auto- 
mobiles, civil aviation, telecommunica- 
tions, construction, steel, insurance and 
energy must still undergo sophisticated 
restructuring before they can be fully ex- 
posed to foreign capital. State interference 
remains necessary to avoid an immediate 
collapse of the least productive firms that 
cannot afford to fire all their workers. 

Transforming the state-owned sector 
without encountering major social unrest 
remains an unmet challenge. But since the 
Party is uncomfortable acknowledging 
that it is engaged in a program of privati- 
zation, (preferring instead to use terms 
such as gaizhi, or restructuring), the lack 
of safeguards has opened the door to asset 
stripping. Chinese authorities want to 
avoid at any cost the “Russian syndrome” 
of a private appropriation of good assets on 
a big scale. To prevent that, they will have 
to set up a more transparent framework 
for privatization. Otherwise, resentment 
among urban workers will grow. Hi 
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Delhi’s Pension 
Reform Imperative 


by Mukul G. Asher 
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NDIA’S REFORM pro- 
gram has not given suf- 
ficient attention to social 
security reforms. There 
are several reasons why 
this deficiency must be tackled quickly. 

First, the existing provident and pen- 
sion fund schemes, laws and regulations, 
and organizational governance structures 
need to be modernized and extended. Con- 
tract workers, for example, have ambigu- 
ous status under the current laws. But 
their role has been increasing significant- 
ly in recent years. 

Second, India’s labor market, compris- 
ing 450 million people, has been undergo- 
ing significant transformation. There is a 
need to alter the current skills mix, while 
increasing the mobility among different 
sectors. These factors have increased the 
importance of portability in the retire- 
ment benefit systems. Currently, about a 
quarter of the labor force is under the pur- 
view of formal provident and pension fund 





laws and regulations. Therefore India has 
a huge challenge in not only ensuring sus- 
tainable and adequate retirement financ- 
ing for those already covered, but also 
extending the coverage to the so-called in- 
formal sector which is quite heteroge- 
neous. It ranges from shopkeepers to 
self-employed professionals to daily labor- 
ers. A pension system covering the infor- 
mal sector would need to take into account 
this heterogeneity. 

Third, globalization has made effective 
social safety nets essential to cushion the 
adverse impact on those most adversely af- 
fected; to help maintain the legitimacy of 
essential economic, social and governance 
reforms; and to encourage risk-taking by 
providing a minimum floor in the event of 
failure. 

The fourth reason concerns India’s de- 
mographic trends. On the positive side, the 
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working-age population as a proportion of 


the total population is expected to rise to 
63.5% from 60% in 2005, and will remain 
substantially higher than in OECD coun- 
tries and in China. However, this does 
pose a challenge in creating a large num- 
ber of productive and sustainable jobs in 
the economy. So the balance between job 
creation on the one hand and preservation 
of existing jobs must shift to the former. 

Nevertheless, India’s social security 
system will face huge challenges due to the 
level and the speed of ageing. The life ex- 
pectancy at age 60 (76 years for men and 
77 years for women in 2001) is expected to 
rise rapidly, requiring a longer period of 
retirement support for each elderly per- 
son. By 2030, the population over 60 years 
old (the current retirement age) will ap- 
proach 200 million. 

There are also large variations in de- 
mographic trends among different states. 
In general, the southern states have low 
fertility rates while the northern states 
have higher fertility rates. These differ- 
ences are likely to have significant social 
as well as political implications. 

Fifth, the need for fiscal consolidation 
and fiscal flexibility has necessitated re- 
forming the current noncontributory de- 
fined benefit, generously price- and 
wage-indexed pension schemes for civil 
servants. India has been experiencing a 


consolidated public sector deficit of about. 


9% of app for several years. This and In- 
dia’s internal debt of around 80% of GDP 
are widely regarded as major impediments 
to maintaining real cpp growth of between 
8% and 10%, and to introducing capital ac- 
count convertibility of the rupee. 


Sixth, due to a variety of sociological 
and demographic reasons, the role of fam- 
ily in providing retirement financing is 
likely to be less prominent in the future. 

The economic and fiscal unsustainabil- 
ity of the existing schemes led the central 
government to introduce the New Pension 
Scheme for the civil servants entering the 
government service since Jan. 1, 2004. The 
NPs is a defined contribution scheme, with 
no pre-retirement withdrawals until age 
60. Each employee has an individual ac- 
count which is portable, thus facilitating 
labor mobility. The contribution rate is 
10% (of gross salary) each by the govern- 
ment as employer and by the employee. A 
member may allocate the balances among 
limited number of investment schemes. 

At age 60, the accumulated amounts 
will be divided into a compulsory annuity 
component and a lump-sum withdrawal 
component. Addressing the longevity risk 
(accumulated balances may prove to be in- 


- adequate during lifetime of the retiree), and 


inflation risk (maintaining real value of the 
annuity throughout the retirement period) 
will however be a challenge. Some risk- 
pooling arrangements will be needed. 
While the nps is mandatory for central 
government employees, it has potentially a 
much wider reach. There are 16 states 
which have decided to introduce similar 
schemes. Various public enterprises and 
statutory boards and aided institutions can 
also join the Nps, The individuals, particu- 
larly those who do not enjoy a formal em- 
ployer-employee relationship, may also 
find nps a useful vehicle for retirement sav- 
ings if some of the current schemes such as 
Public Provident Fund are either phased 
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out or made more market consistent. 

The estimates for potential membership 
of the Nps vary widely. A 2004 survey com- 
missioned for the Ministry of Finance sug- 
gested that roughly 54 million persons in 
`- the unorganized sector have both the inter- 
est and the financial capacity to participate 
in the Nps. A study by cLsa in Hong Kong 
put the number at 80 million. Over the next 
three decades about 20 million civil ser- 
vants and public sector workers will man- 
datorily join the nps. The total potential 
membership therefore is between 75 to 100 
million. With rising wages in India, pension 
assets will also grow rapidly. The CLSA 
study estimated that by 2015, pension assets 
under the nps will be $175 billion. These 
will need to be intermediated through the 
financial and capital markets. 

Thus, reforms of these markets and con- 
tinuing improvements in corporate gover- 
nance will be key in translating increased 
savings into economically productive and 
growth-enhancing investments. As Yash- 
eng Huang wrote in the March 2006 issue 
of the REVIEW, India’s strengths are in mi- 
croeconomics, particularly its domestic 
companies. In contrast, the record of In- 
dia’s governmental sector in providing even 
the most basic services is fairly modest, and 
does not compare well with other rapidly 
growing countries. 

The above suggests that the NPs is more 
consistent with India’s basic strengths and 
competitive advantage than large-scale 
and ambitious social insurance-type 
schemes as proposed by the National Com- 
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The New Pension Scheme is more consistent with 
India’s basic strengths than social insurance schemes. 


mission for Enterprises in the Unorga- 
nized Sector. Such ambitious schemes not 
only ignore the administrative, technical, 
and fiscal constraints, but also do not take 
into account the heterogeneity of the un- 
organized sector. Targeted social assis- 
tance programs, based on improved public 
finances and service delivery systems, are 
a more effective way of ensuring a degree 
of social security for the lifetime poor. 

The nrs will be supervised by a regula- 
tory body, called the Provident Fund Reg- 
ulatory and Development Authority. The 
PFRDA Bill 2005 has been given approval 
by the Select Parliamentary Committee, 
but the bill has not yet become law due to 
the opposition of politicians representing 
a small segment of the labor force. 

The regulatory function is currently 
performed by different agencies. The Em- 
ployee Provident Fund Organization, 
which currently covers about 35 million 
workers in designated industries, acts both 
as service provider and regulator (as well 
as approving authority) for funds which 
seek exemption from the EPFO. This dual 
role represents fundamental conflicts of 
interest and should be ended. Permission 
for superannuation funds and for the ex- 
cluded funds is under the jurisdiction of 
the Central Board of Direct Taxes. It also, 
in principle, regulates these funds, though 
it has no capacity to undertake effective 
supervision. Since there is no centralized 
database for firms who have received per- 
mission from the CBDT to run pension 
plans, the overall assessment of the effec- 
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tiveness of current policies is also ham- 
pered. So the PFRDA can help in achieving 
greater professionalism and system-wide 
perspective by bringing these funds under 
its purview. 

Annuities will continue to be provided 
by the life insurance companies, which are 
regulated by the Insurance Regulatory and 
Development Authority. Since the nps will 
involve exposure to financial and capital 
markets, it will also be regulated by Securi- 
ties and Exchange Board of India, and 
close coordination among the three regula- 
tors, the Ministry of Finance, and the Re- 
serve Bank of India will be needed. 

The Indian government is to imple- 
ment the EET system of taxation for pen- 
sion savings under which contributions 
and the investment income in the accumu- 
lation phase will be exempt from income 
tax, but the withdrawals in the payout 
phase will be taxed. The tax system there- 
fore is being aligned with international 
practices. 

The corporate sector has an important 


stake in pension reform as well. A well 


managed mandatory system will permit 
corporations to better structure their oc- 
cupational pension plans and align them 
with globalization of their operations. 
New accounting rules are likely to require 
unfunded retirement and health care costs 
to be reflected on the profit and loss state- 
ments and on the balance sheet. A strong 
regulatory regime can provide the requi- 
site discipline to corporations. This will be 
particularly important for many listed 
public enterprises and financial institu- 
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tions. India’s income tax rates are now in- 
ternationally competitive. The Fringe 
Benefits Tax has been rationalized in the 
2006-07 budget, thus substantially mini- 
mizing a major impediment to occupation- 
al pension plans. | 

A novel development is to regard hu- 
man capital as largely bond-like in nature 
which provides a stream of income, hope- 
fully stable and growing. The implication 
is that Indian corporations need to be 
proactive in not only equipping their em- 
ployees with human capital but also 
teaching them how to use it for their re- 
tirement, so that bond-like features can 
be realized. This is essential to coping 
with increased life expectancy and has 
the potential to partially mitigate reduced 
family support. 

India has a unique opportunity to take 
advantage of its demographic gift phase to 
reform the social security system. The 
current limitations largely arise from the 
relative lack of attention and focus in re- 
forming this sector. India has demonstrat- 
ed in the past that when a particular issue, 
such as banking, insurance or capital mar- 
kets reform, becomes prominent on the 
public policy agenda, the progress is rela- 
tively smooth. The stakeholders need to 
make extra efforts to bring pension reform 
and the passage of the PFRDA Bill to the 
forefront of India’s public policy agenda. 
The stakes are high for the economy and 
social cohesion. Any undue delay can only 
have adverse impact on all stakeholders, 
particularly India’s 450 million-strong la- 
bor force. | ie 
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7 Philippines Cha-Cha | 


Movement 


by Alastair McIndoe 





ARTOONISTS IN THE 
Philippines had a field 
day when Gloria Macag- 
apal Arroyo, the coun- 
try’sembattled president, 
likened the movement for changing the 





Constitution to an unstoppable train a few 
months ago. In the minds of many Filipino 
voters, who are being asked to support a 
switch from a U.S.-style presidential form 
of government to a parliamentary one, it 
evoked a government in hurry. 

A campaign is underway to hold a ref- 
erendum to amend the Constitution in a 
so-called people’s initiative. Staying with 
the train metaphor, the dead cow on the 
track is a Supreme Court ruling that could 
derail the process. The government has in- 
stitutional alternatives for charter change 
if that happens, albeit less sure ones. 

_ The proposal is to switch to a unicam- 
eral parliament and eventually a federal 
system of government, a popular option 
for regional administrators in this scat- 


tered archipelago who generally resent 
living in the shadow of “imperial Manila.” 
Out would go the bicameral Congress of a 
House of Representatives and Senate. The 
powers of the president, who is currently 
head of state and the government, would 
be divided with a prime minister until 
2010, when Mrs. Arroyo’s term ends. 
Whether this model is retained after that 
date has yet to be decided, according to a 
member of the Mrs. Arroyo’s Charter 
Change Advocacy Commission. 

The government also wants to remove 
the economically protectionist measures 
of the Constitution to attract more over- 
seas investment. Foreigners, for instance, 
may not own land or operate public utili- 
ties, such as ports and power plants. 

Supporters of charter change think the 
change will lead to better government and 


was Mr, McIndoe, a free-lance writer based in Ma- 
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speed the passage of bills. They are also 
telling Filipinos that the world’s more suc- 


cessful economies have parliamentary s sys- 


P scheme to help! Mrs. Arroyo ride out a po- 
~~ litical storm over allegations of electoral- 


tems. Opponents say this is a palace-backed 


fraud, and will only benefit the oligarchy 


which has run the country—badly, they 
claim—for generations. 


Mrs. Arroyo first raised the issue of 
charter change—or “Cha Cha,” as every- 
one here calls it—during her 2004 election 
campaign. What started out as a sincere 
debate on political reform is now a highly 
charged issue over the legitimacy of her 


presidency. This may not be enough to de- 


rail constitutional change, but it is certain- 
ly getting in the way. 

The “Hello Garci” wire-tapped record- 
ings, which allegedly show Mrs. Arroyo 
trying to manipulate the vote count in the 
election, continue to rattle her presidency 
nearly a year after they were leaked. A 
noisy opposition wants Mrs. Arroyo to re- 
sign or call a snap election. She shows no 
inclination of doing either. Instead, Mrs. 
Arroyo appears to be testing the legal lim- 
its of her powers to deal with her foes, 
drawing some unsettling—if mostly exag- 
gerated—comparisons with the late dicta- 


tor Ferdinand Marcos. 


+The veteran Filipino political commen- 
tator Amando Doronila has written of 
Mrs. Arroyo’s “threatening authoritarian- 
ism.” Against this background, the Su- 
preme Court in May criticized Mrs. 
Arroyo’s harsh treatment of protestors and 
the media during February’s state of emer- 
gency to’ put down a coup attempt. In two 
other recent rulings linked to the present 





stepping the Constitution. 


The blueprint for charter change drawi l 


iu 


up by the Arroyo- -appointed Consultative 


Commission bypasses congressional and © 
local elections in May 2007 to set up an in+_ ? 
terim parliament of both chambers. The 
first elections for a unicameral house would d 
be in 2010. This would extend the terms of- 
around half the lawmakers in the lower - _ 
house for another three years, an enticing ee ee 


prospect for them. Mrs. Arroyo has much 
to gain from such an arrangement. As mat- 
ters stand, she enjoys majority support in 
the 236-member lower house. But those 
numbers may be less favorable if elections 
are held next year given her unpopularity 
over the vote-rigging allegations. Opposi- 
tion lawmakers are already trying to gather 
enough votes in the lower house for a sec- 
ond impeachment attempt against Mrs. Ar- 
royo after failing last July. | 

The current political system was graft- 
ed onto the Philippines by the U.S. during 


its half-century of colonial rule of that 


_ ended in 1946. But America’s idea of de- 
_mocracy based on power shared by the ex- 


ecutive, legislature and judiciar y was 


always at odds with the semifeudal politics l 


of patronage of the Filipino ruling class. 
The current Constitution—the coun- 
try’s third—was written in 1987 after the 
“people power” revolt that toppled the 
Marcos regime. Fifteen years later, Joseph 
Estrada—an incompeten ossibly cor- 
rupt; but still democratically elected přes- 





ident—was forced out in another show of | 


“people power,” one that still raises con-. . 7 ae 


_ stitutional qualms. Some hope that chang- 
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A nee a sapiens syster will make 
“people power” redundant for removing 
unpopular leaders. Indeed, only a few 

months after Mrs: Arroyo was sworn in as 
eo president, a pro-Estrada mob nearly 
breached the compound of the Mala- 
. -canang Palace to eject her in a violent May 
Gaa : Day protest. Proponents of the parliamen- 
tary system say “people power” will no 
longer be necessary: prime ministers who 
don’t perform can be replaced by their 
parties. Readers with long memories may 















some promise for speeding the passage of 
bills for economic. development. Getting 
: laws passed in the Philippines is a grueling 
a - process at the best of times: lower- house 


| comes up with i its version of the proposed 
w; a bicameral committee then tries to 
concile the two bills. 


a, 
ie 


When the two houses went into recess 
in April, the 2006 budget still had not been 
a passed, nor had an important antiterrorism 
| bill. An enabling law to compensate nearly 
_ 10,000 victims of human- rights abuses of 
; the Marcos dictatorship from a $400 mil- 
-lion fund created from the regime’s recov- 





ered wealth has been languishing in the ` 
lower house for several years because it- 


_ hasn’t been classified a priority bill. 

| | _ Bringing the executive and legislature 
closer together may speed things up, but 

unless a unicameral system can accelerate 
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American democracy ee on n shared power is at 
_ odo is with the Philippine semifeudal political culture. 


i recall Tay S ling of sacked prime minis- 


u N Nhat ‘ould a dpatliamebtar': system do 
| for the majority. of poor Filipinos? It holds 


bills are. reviewed by the Senate, which ` 


Philippines Cha-Cha Movement 


the legislative process, it ee as s numer- l 
ous commentators have pointed out, be E i 






merely rearranging deckchairs on a sink- 


ing ship. r 
The Senate opposes a shift jae a apaia 


mentary system; a move that would, of _ 
course, permanently close the house. The ~ 


Malacanang wants them to make an “hon- 


orable sacrifice”—a notion that a largely 


cynical electorate regards as laughable. 
Individual senators are energetically mak- 
ing the case for the checks-and-balances 


the lower house; and some reportedly ap- 


‘pear to be open to amending the economic 


provisions of the. Constitution. 
The moneyed oligarchy dominating the 
House‘of Representatives has much to gain 


froma parliamentary system ‘regardless of 


the configuration of whether the country 


is led by a prime minister or split between © 


a president and prime minister. 


With power concentratec ona strong 
president, elections in the Philippines are 


little more than popularity contests, with 
the masa invariably voting for their favor- 
ite actor or television personality. The oli- 
garchy was aghast.that Mr. Estrada, a 
former movie star, won the 1998 election 
by the biggest margin of any president 
since independence. In the 2004 election, 


Fernando Poe Jr., another actor, narrowly. 


igs 


lost against. Mrs. Arroyo, the daughter of a 
former president. Go further back and 


_Marcos himself was regarded as a counter 


jumper by the political elites: he was the 


‘son of teachers. : 


“role they perform in reviewing bills from — 
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In 1994, the Senate drew up a bill to 
carry out a provision in the Constitution 
banning political dynasties. The lower 
house refused to even discuss it. On paper, 


at least, the issue is back on an official 


agenda: Mrs. Arroyo’s advisor on electoral 
reform, former Supreme Court chief jus- 
tice Hilario Davide, wants to ban political 
dynasties as part of a package of measures 
to overhaul Comelec, the government’s 
election commission. Some of these rec- 
ommendations, such as penalizing party- 
jumping officials and limiting the terms of 
elected officials to four years, are cogent 
to the charter-change debate. 

There are three ways to amend the 
Constitution: a constituent assembly, 
where members of both houses form a 
body to amend the charter; a constitution- 
al convention, an elected body of delegates 
from both houses; and a so-called people’s 
initiative to hold a plebiscite on amending 
the constitution. Here the signatures of at 
least 12% of the electorate must be collect- 
ed and verified by Comelec. 

To call an assembly, the administra- 


~ tion’s preferred route, the support of three- 


fourths of Congress is needed. The 
Constitution is vague on whether this 
means both houses. In the lower house, 
195 votes are needed; there were 180 ayes 
at the time of going to press. A constitu- 
tional convention is a nonstarter given the 
senators’ opposition. 

With institutional avenues blocked, at 


least for the time being, the campaign for 


charter change has taken to the streets. 
Since late March, an organization called 
Sigaw ng Bayan, which claims to represent 
around 300 pro-charter change civic 


groups, and the Union of Local Authorities 
of the Philippines have been collecting sig- 
natures for a people’s initiative in the 
country’s 40,000 barangays, the smallest 


“ municipal unit in which most Filipinos 


live. Around 8.5 million signatures have 
reportedly been collected. The influential 
Catholic church, which opposes the peo- 
ple’s initiative but not charter change, 
worries that signatures collected in the ba- 
rangays were done so without adequate 
“information, discussion and education.” 

‘Some past attempts to rewrite the Con- 
stitution have been linked to presidents 
seeking to stretch their terms. In 1971, 


Marcos called a constitutional convention © 


to change the 1935 charter to shift to a par- 
liamentary system to make him prime 


“minister after his term as president had ~ 


expired. In the event, Marcos stayed onas 
president by declaring martial law the fol- 
lowing year. . ; 

Fidel Ramos tried to extend his presi- 
dency after his term ended in 1998, but ran 
into a storm of popular opposition, and a 
Supreme Court ruling in 1997 that the law 


was inadequate to support.a people’s ini- 


tiative. 

That ruling still stands, and any verifi- 
cation of signatures in the people’ s initia- 
tive by Comelec probably carries no legal 
weight. Supporters of charter change are 
confident the court will reverse its earlier 
decision as all the judges that blocked the 
people’s initiative nine years ago have re- 
tired and the two that dissented are still 
on the bench, including the current Chief 
Justice Artemio Panganiban. Even so, the 
court has amply demonstrated in recent 
ruling its independent mindedness. Mi 
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Why Asia Needs to 
Trade Smarter 


by Manuel F. Montes and Swarnim Wagle 





OMPARED TO EUROPE, 
where the earliest at- 
tempts at free trade can 
be traced back to the 
1660s, Asia has long been 
considered a late arrival and an indifferent 
performer in the game of preferential 
trade. But now that is all changing, as the 
region plays catch-up. 

A genuine “Asian Economic Commu- 
nity” (AEC), based on real economic coop- 
eration, would reduce poverty among 
member states by expanding markets for 
labor and capital and serving them through 
common infrastructure and regulations. 
But forming an AEC is not so simple. In 
Asia, trade blocs are at various stages of 
evolution—and until recently, their mem- 
bers have been consistent champions of a 
multilateral trade system. Now, however, 





geopolitics and competitive pressures are 
compelling Asian countries to participate 
in a frenzy of more than 150 bilateral and 
regional free trade agreements. 


Almost all regional and bilateral trade 
agreements are “wTo-plus,” containing 
provisions that require higher degrees of 
obligation than stipulated in multilateral 
trade agreements under the wro. The 
agreements that developing Asian coun- 
tries are signing with far more powerful 
economies such as the European Union, the 
U.S., and Japan have been contentious, but 
still the list of Asian nations willing to en- 
gage in asymmetrical negotiations is grow- 
ing. The more these arrangements distort 
trade and tie up Asia’s competitiveness in a 
“noodle bowl” of preferential deals and 
rules of origin, the less effective the multi- 
lateral trading system will become. 

The “noodle bowl” can pay off for an 
AEC if certain principles are adhered to, 
but it also imposes immediate costs on 
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both developing countries and global in- 
stitutions such as the wTo. 

If Asia as a region is to continue to re- 
duce poverty through trade-led growth— 
and to move toward the expansive notion 
of regional economic cooperation, rather 
than mere exchanges of tariff preferences— 
the following three elements are necessary 
in approaching free trade agreements: 

# Enhancing the region’s international 
competitiveness. Regional markets can only 
be sustainable if they are investment plat- 
forms for industries that can participate 
vigorously in the world market. The newly 
created South Asian Free Trade Agreement 
(SAF TA), for example, might well plug along 
as a poor man’s consortium riddled with 
“exceptions lists” and nontariff barriers 
(including politics), but it could also be re- 
oriented as a vehicle to propel the subcon- 
tinent’s economies toward international 
competitiveness. 

To foster trade among regional part- 
ners, both tariff and nontariff barriers will 
have to be significantly lowered, if not 
eliminated. A classic example of a nontariff 
barrier concerns “rules of origin,” a com- 
plicated process that demands higher value 
addition at every step of the manufacturing 
process. Relaxing these constraints could 
result, for example, in Bangladesh being 
able to import cheaper cotton from India 
and export fabric to Cambodia. Cambodia, 
then, could turn the fabric into clothing 
without being fussy about whether the 
product was “substantially transformed” 
in Bangladesh. 

A bigger problem is that these rules can 
vary with each bilateral or regional trade 
agreement. This creates an enormous ad- 


ministrative burden for small countries 
checking which shipment, from which 
country, is eligible for what level of prefer- 
ences under separate trade deals. More- 
over, rules of origin in most bilateral 
agreements between poor and rich coun- 
tries tend to be so rigid that the compli- 
ance costs easily wipe out any margin of 
preference generated by the agreement. 

In addition to nontariff barriers, there 
also remain high tariffs among regional 
partners that must be addressed in order 
to promote competitiveness. For example, 
99% of imported products into India are 
not tariff-free; to use the example above, 
India’s imports of cotton are protected by 
exceedingly high trade taxes. Short- to 
medium-staple cotton from elsewhere in 
the region may be better used for niche 
products like bed wear, but this product 
can never enter and compete in India. 

æ Asia should intensify a proactive, 
multidimensional approach to regional co- 
operation. From the start, Asian coopera- 
tion must take a multidimensional form, 
from energy and transport infrastructure 
to monetary issues. An AEC should be 
based not just on trade but on the broader 
cooperation necessary to forge a regional 
agenda. 

Implicit in this requirement is the need 
to devise a regional agreement on the tem- 
porary movement of labor across borders. 
The liberalization in the flow of semiskilled 
and unskilled workers from poor countries 
to developed countries has been a nonstart- 
er politically. However, Asia can advance 
this agenda on its own: international remit- 
tances received by developing countries, 
nearly half from Asia ($75.1 billion), have 
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Asian countries should think carefully 
before entering into extraregional trade deals. 





doubled in the past five years, and 30% to 
45% of these remittance flows are between 
developing countries, according to the 
World Bank. Under the umbrella of Asian 
economic cooperation, greater access for 
worker mobility can be granted while en- 
forcing international norms on workers’ 
rights and prevention of exploitation. 

At the same time, in the aftermath of 
the 1997 Asian financial crisis, a tacit con- 
sensus exists among the region’s policy 
professionals that effective institutions 
capable of responding to similar crises are 
needed, Initial steps taken under the Chi- 
ang Mai Initiative are miniscule in compar- 
ison to the amount of resources the 
trade-dependent countries have invested in 
self-insurance through the amassing of in- 
ternational reserves—to the tune of nearly 
$1.9 trillion. Amidst growing concerns that 
Asia is overdoing its reserve buildup, there 
is a proposal to substantially increase the 
undercapitalized Asian Development Fund 
(now at a paltry $2 billion, or 100 times less 
than the foreign reserves) deployed through 
the Asian Bond Market Initiative. Shared 
funds of these kinds, enlarged by pooling 
underused foreign reserves, could not only 
ease fiscal constraints but also pay for large 
public infrastructures (like shared power 
grids, pipelines, roads and rail links) and 
enhance progress toward the achievement 
of global antipoverty goals. 

æ Asian countries should only enter into 
extraregional trade treaties that do not un- 
dermine national development objectives, re- 
gional cooperation and the multilateral 
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trading system. Freer exchange of goods, 
capital, ideas and people across borders 
holds tremendous promise to generate 
prosperity. But no guarantee exists that 
these benefits will be equitably shared 
among nations and subgroups. This prob- 
lem is most stark in trade negotiations, 
where the interests of narrow sectoral lob- 
bies can exert such influence upon govern- 
ments that they offer reciprocal concessions 
to trading partners in sensitive areas such 
as agriculture, manufactured exports, in- 
tellectual property (1p) standards and in- 
vestment measures. 

Agricultural exports have been in the 
vanguard of regional cooperation, as ex- 
emplified by the “Early Harvest” program 
to reduce tariffs on fruits and vegetables 
contained in a China-Asean free trade 
agreement. But in bilateral agreements be- 
tween developed and developing coun- 
tries, several products vital to the 
economies of some Asian countries, such 
as sugar and rice, are excluded. Further, 
the main issue affecting global agricultur- 
al trade—the massive subsidies that devel- 
oped countries apply to their agricultural 
exports—cannot be solved in bilateral or 
regional trade agreements. 

In investment policy, developing coun- 
tries tend to accept stringent conditions 
with the false hope of attracting increased 
investment flows. The damage that some 
of these investment provisions can inflict 
is well documented. In some cases, free 
trade agreements include provisions on 
expropriation and mechanisms for inves- 
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tor-state dispute settlement that allow for- 
eign investors to challenge public policies 
aimed at, for instance, environmental pro- 
tection, or preferences in favor of margin- 
alized groups. 

Finally, the most problematic chapter in 
bilateral trade agreements between devel- 
oping and developed countries, as wit- 
nessed duringrecent U.S.-Thai negotiations, 
concerns intellectual property. Low-cost 
generic versions of patented drugs have 
been of tremendous value to poor countries 
for decades. Generic antiretroviral drugs 
for treating HIV and aAiDs, for instance, have 
made antiretroviral therapy available at 
costs at low as $140 per person per year, 
compared to about $12,000 per person per 
year in industrialized societies. 

The wro has mandated several provi- 
sions for member states facing public 
health crises. One is to be able to issue 
compulsory licenses to authorize mass 
production of patented drugs. This impor- 
tant policy flexibility is under threat in bi- 
lateral trade agreements, especially with 
the U.S., where grounds for issuing com- 
pulsory licenses are restricted. 


N THEIR RUSH to sign bilateral 
| agreements with rich countries 
and outbid their neighbors, Asian 
countries could be unconsciously under- 
mining the grander project of creating an 
AEC. To this end, we propose that the fol- 
lowing three organizing principles be con- 
sidered: 

First, Asian countries should adopt a 
“floor of commitments” below which no 
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nation shall undertake a binding commit- 
ment in the areas of trade in agriculture, 
industry, services, IP and investment. 
Countries queuingto negotiate trade agree- 
ments should not agree on terms and con- 
cessions that fall below this bottom line, 
which should be determined on the basis 
of perceived or proven harm to broader de- 
velopment objectives. In this regard, the 
U.S. actually has an example worth emu- 
lating: the Bipartisan Trade Promotion Au- 
thority Act of 2002 dictates that its trade 
officials shall negotiate “a standard of pro- 
tection similar to that found in U.S. law.” 

Second, in tandem with the expansion 
of intraregional trade and investment, 
economic cooperation must assume a 
broader appeal, manifested through com- 
mon programs on a range of issues such as 
Asian infrastructure related to energy and 
transport, shared monetary and financial 
institutions, comparable regulatory stan- 
dards, and temporary movement of labor 
across borders. While these cooperative 
goals will facilitate trade, they are worth 
pursuing on their own merits. 

Third, the logical conclusion of all ongo- 
ing bilateral and regional tariff liberaliza- 
tion programs should be the adoption of 
“open regionalism” for Asia, with countries 
extending not only their best tariff prefer- 
ences across the widest spectrum of goods 
and services, but also adopting simple rules 
of origin and reducing nontariff barriers. If 
these barriers eventually fall, the region 
then can boldly begin to consider open re- 
gionalism as a primary principle of eco- 
nomic organization for an AEC. = 
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China’s Yellow 


Journalism 


by David Bandurski 





HINESE JOURNALISM IS 
in trouble. Just over a 
year ago, a newspaper in 
Sichuan Province coaxed 
a young woman into do- 
nating her liver so it would have a heart- 
wrenching news exclusive about 
self-sacrifice. Circulation boomed. In July 
2005, journalist Wang Deyin emailed a 
scathing report to a private firm asking it 
to fork out a $10,000 dollar “gag fee” to 
keep the story from running. The company 
notified authorities, and Mr. Wang is now 
serving a six-year jail term. 

How did the media come to this state? 
Some, including Li Xiguang, dean of the 
school of journalism and communication 





at Beijing’s Tsinghua University, put the 
blame on Adam Smith’s shoulders: It’s mar- 
ket competition that has media in China 
racing to the bottom, they say. “The Chi- 
nese press is being suppressed by both the 
visible hand of the government, and in- 
creasingly and more powerfully, by the in- 


ans 


visible hand of the market,” Mr. Li said in 
an interview on American radio, in which 
he called an “irresponsible press” the big- 
gest threat to press freedom in China. 

But as cries against the excesses of me- 
dia commercialization grow louder in the 
P.R.C., it’s important to remember that 
news media in China do not operate in a 
free market. What we are seeing in China 
is media commercialization without politi- 
cal reform, a noxious mixture of power bro- 
kering and profit mongering. The ethical 
mire of Chinese journalism, and its impact 
on the debate over speech freedoms, is a di- 
rect consequence of official policy that 
combines paranoid political control with 
unlimited commercialization of news me- 
dia. It’s not a problem Chinese leaders can 
brush away with empty slogans like the 
“Eight Honors and Eight Disgraces,” acam- 
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paign of social morals Chinese President 
Hu Jintao launched in March, or appeals 
for more “civilized” media. The party has 
to allow political reform and create the con- 
ditions for combating media corruption and 
unfettered sensationalism. 

Chinese media have changed dramati- 
cally over the last 27 years. As Deng Xiaop- 
ing launched his policy of opening and 
reform, the idea of “media reform” meant 
moving away from the emptiness of Cul- 
tural Revolution propaganda. This era gave 
rise to a new brand of more socially con- 
scious media. Shanghai’s World Economic 
Herald, started up in 1980 by former party 
journalist Qin Benli, a close ally of the re- 
form-minded Zhao Ziyang, daringly 
broached the subject of political reform. 
China Youth Daily, run by China’s Commu- 
nist Youth League, began featuring critical 
news and commentaries. By the 1987 Party 
Congress, even top leaders had bought in, 
saying people should be allowed to “know 
about key issues, and discuss them”. The 
same report gave the first official sanction 
of investigative reporting. 

All of these changes came to an abrupt 
end with the massacre of demonstrators in 
Beijing on June 4, 1989. Zhao Ziyang was 
criticized for fueling the fire by encourag- 
ing propaganda leaders to relax and “make 
the news more open”. Jiang Zemin, the 
new president, kept a vise-grip on the me- 
dia. The public’s “right to know” was 
tossed away as dangerous. “Guidance of 
public opinion,” the new code word for 
control, became the centerpiece of news 
propaganda. 

When “media reform” made its reentry 
after 1992, it was in an atmosphere of fever- 





ish economic growth. The idea was to turn 
traditional tools of party propaganda into a 
lucrative media industry. Much as it sought 
to cut loose its state-owned enterprises 
(sors), China pulled funding from provin- 
cial- and local-level media while maintain- 
ing it for essential mouthpieces like People’s 
Daily, Xinhua News Agency and China 
Central Television. Profit-oriented media 
multiplied at an incredible rate through the 
1990s, the new “metro” newspapers being 
the most representative form. 

While they were commercially self-suf- 
ficient, however, these media were any- 
thing but independent. They were subject 
as ever to the yoke of Party “guidance.” Re- 
source allocation in the media sector is still 
entirely the government’s prerogative. 
Through its permit system it controls the 
number and kind of news media on the 
market. Party minders, for example, have 
ordered Lifeweek magazine against doing 
political-affairs reporting, while Caijing 
magazine has been limited to purely eco- 
nomic coverage. In this way, the govern- 
ment ensures that real competition is 
limited. 

China may have posted bouncers at the 
door to its media “market,” but inside the 
party goes on because of commercializa- 
tion. Mr. Hu’s so-called “Three Closeness- 
es” media policy, rolled out in 2002, said 
media should be judged ultimately by 
whether or not people enjoyed them. The 
policy also said China needed to “vigor- 
ously promote asset restructuring ... and 
improve resource deployment, enlarging 
and strengthening the cultural sector.” 
The idea here was to create savvy Chinese 
media conglomerates controlled by the 
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e Top-tier positions in the Chinese media establish- 
ment are up for sale and exploited for personal gain. 


state and equipped to do battle with the 
likes of News Corporation, the Western 
image of the party’s own hopes for its me- 
dia sector. 

While commercialization has infected 
media with money-grubbing opportun- 
ism, leaders have made it abundantly clear 
that news media are not there to serve the 
public interest. This pushes news media in 
the direction of the profitable and politi- 
cally safe, and stories about selfless organ 
donation or the affairs of Hong Kong star- 
lets fit the bill nicely. 

“We have come to call Chinese media 
in the post-reform era ‘mass media,’ and in 
fact this term is to the point,” says Jin Lip- 
ing, executive editor of China Newsweek- 
ly, one of China’s leading newsmagazines. 

Because journalists cannot earn the 
respect of the public or a place in the mar- 
ket by dint of professionalism, she said, 
they tend to see journalism as a tool for 
personal gain. Commercial pressure and 
low salaries have tempted media to mon- 
etize the political power that comes with 
being an extension of the state publicity 
apparatus. Many reporters in China make 
enviable livings out of hushing up for pay- 
offs and perks, and some insiders have 
suggested that without these exchanges, 
salaries would be insufficient for the in- 
dustry to draw talent. 

In China’s new mass media world, the 
profit motive has combined with authori- 
tarian power and journalism in what one 
commentator has called the “refeudaliza- 
tion” of the press. It is common knowledge 


among media professionals in China that 
top-tier editorial and bureau positions at 
some media are being bought in more or 
less open fashion for well above book-listed 
salary packages, a practice that hearkens 
back to the sale of official positions in the 
Qing Dynasty. The potential for abuse 
through news extortion and other back- 
door business deals is obviously an attrac- 
tive prospect. These “journalists” make a 
killing by juggling editorial and business 
roles. The officials holding the licenses 
share in the riches. 

Some media professionals in China do 
work in the public interest. Despite politi- 
cal limitations, the party’s sanction of 
“watchdog journalism” has opened up 
more room for investigative reporting. 
Some journalists are becoming more skill- 
ful at navigating the obstacle course of 
censorship to find a middle ground be- 
tween their ideals, the party ideology and 
commercial imperatives. These journal- 
ists, however, are growing increasingly out 
of step with the dominant mood of China’s 
journalism culture. 

The answer to China’s yellow journal- 
ism—and the fate of press freedom—is ul- 
timately not about markets or morals. It’s 
about the much larger question of political 
and legal reform, and where media will fit 
into that picture. It means wresting the 
legacy of “media reform” from the arms of 
commercialization and giving media the 
independence they need to balance the de- 
mands of the market with a commitment 
to the public interest. E 
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Vietnam’s Last 
Call for Bribes 


by Brian J.M. Quinn 





HEN VIETNAM’S 
national football team 
lost the final match of 
the 2005 South East 
Asia Games to Thai- 
land, football fans across the country were 
heartbroken. Well, maybe not all of them. 
Upon his return to Vietnam, midfielder 
Quoc Vuong met with a bookie in a Ho Chi 
Minh City hotel and accepted $6,300 for 
his role in throwing the game. Vietnam’s 
football-crazy public was shocked when 
the soccer player was arrested in Decem- 
ber. Other players on the national team—all 
household names—were soon implicated. 
Such headlines point to a less sensation- 





al reality: corruption is pervasive in Viet- 
nam. As the communist state continues to 
reform, however, there are signs that cor- 
ruption might become less of a way of life. 
Public reaction to the widening football- 
betting scandal has been intense. Once 
reported, there was no way that the au- 
thorities could just make it all go away. 


Near daily revelations in the local press of 
the high-flying lifestyles of the govern- 
ment officials implicated—including late- 
night gambling, foreign prostitutes, 
nepotism, villas and fancy cars—only 
heightened public interest of the scandal. 

One of the most prominent officials in- _ 
volved is Bui Tien Dung, who is director of 
PMU 18, a state-owned construction enter- 
prise which specializes in building donor- 
financed infrastructure. Investigators 
revealed that Mr. Dung had bet over $2.6 
million. Later, it seems, he attempted to pay 
the criminal investigators around $100,000 
to bury the case. 

As daily revelations from the scandal 
dominated the headlines, anticorruption 
became the top agenda item of the Commu- 
nist Party’s Tenth Congress in late April. 
Central Committee member Phan Dien 


oo Mr. Quinn is a teaching fellow on corporate 
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Stanford University. 
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noted in a press conference that “corrup- 
tion is a threat to the survival of the Viet- 
namese Communist Party.” In a rare 
interview, legendary General Vo Nguyen 
Giap commented that “the Party had be- 
come a shield for corrupt officials.” There 
are several ways that Party members can 
take advantage of their position, including 
chay toi, or using one’s position in the Party 
to evade criminal responsibility. According 
to the local press, 70% of public petitions 
submitted to Congress called for anticor- 
ruption enforcement. 

The recent revelations are exposing lev- 
els of corruption that are shocking for even 
the most cynical observer. Of course, cor- 
ruption is not a recent phenomenon in Viet- 
nam. Over the years there has been a steady 
stream of high profile corruption scandals, 
of which the pmu 18 scandal is only the lat- 
est. In the late 1990s, the Nam Cam scandal 
unveiled the world of organized crime in 
Vietnam and sent 17 Party members to pris- 
on. Just last fall, the state oil company, 
PetroVietnam, was rocked by a corruption 
scandal which also implicated the Inspec- 
tor General’s office, Vietnam’s watchdog 
agency. In 2005, the Party undertook a sur- 
vey on public attitudes towards corruption. 
The survey revealed that corruption was 
about more than just a few wayward bu- 
reaucrats. Around 60% of respondents ad- 
mitted to having paid a bribe for public 
services. Worse, more than 30% of public 
servants who responded to the survey said 
that they would accept a bribe if offered. 
Clearly, rent-seeking behavior in Vietnam 
is involves more than a few bad apples; It is 
apparently commonplace. 

Vietnam already has a web of legal rules 


and regulations which attempt to address 
the problem of corruption. Until recently, 
though, the government and the Party 
have blanched at serious efforts to curb 
corruption. At the end of 2005, in response 
to yet another scandal which forced the 
resignation of the then Minister of Agricul- 
ture in 2004, the National Assembly passed 
Vietnam’s first Anticorruption Law. 

The Anticorruption Law is largely a re- 
statement of the 1998 Anticorruption Ordi- 
nance, though it represents an improvement 
in one respect: disclosure. The Anticorrup- 
tion Law requires civil servants above the 
rank of departmental deputy director (such 
cadres number in the thousands) to make 
annual financial disclosures on assets such 
as houses and land-use rights held by them 
in the name of the public, as well as pre- 
cious metals and other items of value great- 
er than $3,300. It also requires them to 
disclose their overseas bank accounts and 
their taxable income. 

The disclosure requirement is present- 
ly limited to just the public servant and ex- 
cludes his or her immediate family. Shifting 
assets to relatives and making relatives tar- 
gets of bribes may quickly become a com- 
mon tactic, if it is not already. Another 
loophole can be found in what the Nation- 
al Assembly chose not to include in the fi- 
nal version of the law. An earlier draft of 
the piece of legislation included a require- 
ment that public servants declare the 
source of any financial support for overseas 
study, tourism and medical care for public 
servants as well as members of their fami- 
lies. This disclosure requirement was 
dropped in the law’s final version, leaving 
an obvious avenue for graft. A third prob- 
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lem is that financial disclosures are to be 
submitted internally. They are not be sub- 
ject to any outside review. The lack of an 
independent anticorruption agency which 
can credibly seek out and punish corrupt 
officials hamstrings any effective enforce- 
ment of the law. The new rules do little to 
address the structural causes of corrup- 
tion, namely the presence of rent-seeking 
opportunities within the system. 

Yet there are two shifts within Viet- 
namese society that provide reason for op- 
timism. The first shift is the growing 
importance and changing nature of the 
Vietnamese media. The second shift in- 
volves the continuing reforms required for 
Vietnam’s entry into the wTo. 

If Mr. Dung was unsuccessful in bribing 
his way out of culpability, it is only because 
of the Vietnam’s aggressive press corps. 
The persistence with which Vietnamese re- 
porters pursued the football-betting story— 
in spite of threats to their physical 
safety—signals the growing influence of the 
Vietnamese press, which has always been 
more assertive than some give it credit for. 
Vietnam’s news media may well be able to 
play a constructive role in mitigating cor- 
ruption by forcing the issue into the open. 
If the media are able to take advantage of a 
“freedom of information” style provision 
included in the new Anticorruption Law, 
and scrutinize financial disclosures, Viet- 
nam’s new media could play a critical role 
in helping the government get a handle on 
the problem of corruption. 

The second important shift now occur- 
ring in Vietnam has to do with a changing 
relationship between the state and the peo- 


ple brought about by Vietnam’s pending en- 
try into the wo and its implementation of 
a bilateral trade agreement with the United 
States. In any country, market protection 
creates opportunities for inefficiency. Inef- 
ficiency often exhibits itself in the form of 
rent-seeking behavior. The market opening 
reforms required as part of that effort will 
reduce opportunities for bureaucrats to 
pursue rent-seeking behavior. 

The power of reform to reduce corrup- 
tion can be seen most clearly in the impact 
of the 1999 Enterprise Law. Prior to the 
1999 law, the granting of business licenses 
was left to the discretion of local bureau- 
crats. As aresult, setting up a business was 
a lengthy and expensive process as one 
worked one’s way through the bureaucracy. 
The new Enterprise Law removed signifi- 
cant amounts of power from the hands of 
local officials and made it possible for en- 
trepreneurs to establish a business quickly 
and easily through a relatively simple reg- 
istration process. 

Meanwhile, stories of corruption and 
match-fixing in the Vietnamese profes- 
sional football league continue to surface 
everyday. Vietnam’s national football team, 
though, has started down the long, hard 
road of rebuilding. The entire coaching 
staff has been sacked. The team roster has 
been replaced with many unknown faces 
with little or no international match expe- 
rience. It is not clear when, or how, Viet- 
nam’s football-loving public will again 
trust their team. But no doubt, there are 
some optimists willing wager a few dong 
that maybe this time things will go the 
right way for Vietnam. i 
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JAPAN’S DEVELOPMENT AID TO CHINA: 
THE LONG-RUNNING FOREIGN 
POLICY OF ENGAGEMENT 
by Tsukasa Takamine 
Routledge, 226 pages, $115 
NG ee 


Reviewed by EMILY PARKER 


HE EMERGING RIVALRY between 
China and Japan is one of the big- 
gest stories to come out of Asia 
over the past decade. Now, a new book 
tackles a puzzling aspect of the Sino-Jap- 
anese relationship. What was Japan trying 
to accomplish by providing more than 32.2 
trillion yen ($286 billion) in aid, more than 
the total of the top four Western donors for 
the period of 1992-2000, to a growing eco- 
nomic powerhouse and bitter rival? 
Tsukasa Takamine thoroughly exam- 
ines the strategic objectives of Japan’s of- 
ficial development assistance (ODA) from 
1979, and finds that there are no simple an- 
swers to such questions. An academic at 
Okinawa National College of Technology, 
he presents a thoughtful combination of 
shifting political and economic objectives, 
shooting down hollow explanations for 
Tokyo’s generosity to China. Humanitari- 
anism? Not exactly. Japanese guilt about 
World War II? Hardly the real motive. 
“The self-interest that Japan pursued 
through provision of money and knowl- 
edge to the P.R.C. was hidden behind the 
rhetoric of promoting China’s economic 
development and the stability and peace 
of the region,” Mr. Takamine writes. Ja- 
pan’s “self interest” included encouraging 


oo Ms. Parker is an editorial page writer for The 
Wall Street Journal Asia. 
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China’s economic development, political 
reforms and international engagement. 
One could thus argue that opa to China 
was a pretty good deal for both countries. 

Somewhat ironically, one of Tokyo’s 
central goals was actually in keeping with 
a cause near and dear to China’s Commu- 
nist Party: a strong desire for Chinese sta- 
bility. Tokyo’s motivations were relatively 
straightforward. A chaotic and isolated 
China could become a threat, while an 
open and market-based Chinese economy 
would be a boon for Japan. Furthermore, 
weak economic interdependence between 
the two countries could mean that “the 
Chinese government would be more likely 
to take a hard line towards Japan.” 

The author also refutes claims that opa 
policy was solely designed to serve Japa- 
nese commercial interests. He discusses 
how Japan’s very first yen loans to China 
were “untied,” thus providing Japanese 
companies and Western competitors equal 
opportunity to sell their plant and machin- 
ery. Tokyo did not have ultimate control 
over how its yen loans—long-term, low-in- 
terest concessional credits—were used. 

This is not to say, however, that Japan 
got short-changed. The book makes a com- 
pelling and sophisticated argument that 
ODA helped further Japanese interests. 
The Japanese and Chinese economies are 
highly complementary, a phenomenon that 
is being clearly demonstrated by Japan’s 
nascent, largely export-led, economic re- 
covery. In short, contrary to the conven- 
tional wisdom, the economic relationship 
between the two countries is hardly a 


zero-sum game. 


But while Tokyo may have achieved 
some of its economic objectives through 


A 35 | 
Re Pert etree Re EEE RESET ATT LE NE YN A PLLA NR RLY LN A 





www. feer.com 


ODA policy, on the political front the situ- 
ation is dicier. Fearing Chinese isolation 
and instability, Tokyo preferred to avoid 
drastic political change, and thus, in a 
sense, to work within the Communist sys- 
tem. Tokyo used opa to help support Deng 
Xiaoping, Hu Yaobang and Zhao Ziyang, 
who were main backers of the reform and 
opening policy. It was shortly after this 
policy was implemented, Mr. Takamine 
writes, that the Japanese government be- 
gan providing aid to China. The hope was 
that reformist leaders would help open the 
Chinese economy and create more trade 
and investment opportunities for Japan. 

But while China’s democracy may have 
never been an explicit goal of Japan’s ODA 
policy, the aid had some unintended re- 
sults. Mr. Takamine writes, “The irony of 
Japan’s China opa is that it has functioned 
to support the continuation of one-party 
political control by the ccr through its 
assistance to Chinese economic develop- 
ment.” The author also brings up anoth- 
er irony, this time in the security arena: 
“Japan has used ODA as an instrument to 
apply sanctions against Chinese militari- 
zation, which, arguably, might not have 
been possible in the first place without 
Japanese development assistance.” 

The book raises the question of wheth- 
er Tokyo’s support of the Party ultimate- 
ly served Japanese interests. For example, 
the author writes that Japanese officials be- 
lieved that if China became fragmented and 
chaotic, anti-Japanese nationalism among 
the Chinese public would grow because the 
“restraining hand” of the Communist Party 
would be removed. One can’t help but won- 
der what the Japanese officials thought of 
the anti- Japanese demonstrations that blew 
up in Beijing and Shanghai in 2005. 

There is indeed little evidence that Ja- 
pan’s aid generosity to China did much to 
foster warm feelings between the coun- 
tries. But while opa may not have been 
perfect, the book makes the worthwhile 


point that the alternative—economic iso- 
lation—would have been much worse. 
Some policy makers believe, for example, 
that “Sino-Japanese relations, despite a 
sorry history during the first half of the 
20th century, have become so economi- 
cally entangled that neither country can 
afford to confront the other in any hard- 
line fashion.” 

Mr. Takamine claims that Japanese 
policy makers and analysts contend that 
ODA to China since 1979 has substantial- 
ly aided the country’s economic devel- 
opment, and is even leading to political 
reforms. There is certainly something to 
the argument that China’s economic de- 
velopment and market reforms will create 
a more informed population, thus inevi- 
tably loosening the Party’s grip on power. 
But sometimes the case seems a bit over- 
stated, in particular statements such as, 
“many Japanese China specialists point 
to the possibility that ‘de facto democra- 
cy’ has already emerged in China, and they 
believe that Japanese opa has played its 
part in bringing it about.” Really? 

The book mentions that Japanese tax- 
payers and officials have also been ques- 
tioning Japanese ODA policy to China, 
amid perceptions of “a modernizing Chi- 
na which continues disruptive military 
behavior in the region.” It is also getting 
harder to argue that China needs assis- 
tance. Beijing, after all, recently offered 
millions of dollars in aid to other coun- 
tries. Last year’s decision to eventually 
stop providing new yen loans to China is 
a good indication of things to come. Still, 
Japan’s Development Aid to China is not in 
danger of becoming outdated. Instead, Mr. 
Takamine’s in-depth and intelligent anal- 
ysis of Japanese ODA over the years helps 
illuminate a less understood element of 
this key bilateral relationship, while also 
raising larger questions about the effec- 
tiveness—and limitations—of aid as a for- 
eign-policy tool. 
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The failure by Chinese authorities to live up to their 


responsibilities greatly deepened the impact of SARS. 





CHINA SYNDROME: 

THE TRUE STORY OF THE 21ST 
CENTURY’S FIRST GREAT EPIDEMIC 
by Karl Taro Greenfeld 
HarperCollins, 464 pages, $25.95 
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Reviewed by DAVID PLOTT 


HERE IS A purposeful irony in 
the title of Karl Taro Greenfeld’s 

engaging story of the short-lived 
but terrifying global outbreak of Severe 
Acute Respiratory Syndrome (SARS) in ear- 
ly 2003. The China Syndrome, a 1979 film 
which opened two weeks before the Three 
Mile Island nuclear accident in Pennsyl- 
vania, helped sear into the world’s imagi- 
nation the idea of a nuclear meltdown so 
catastrophic that it would burn through 
the earth’s core to China. 

This is the tale ofa meltdown that could 
have gone the other way. Mr. Greenfeld, 
who was editor of Time Asia during the 
sars outbreak, chronicles how the disease 
emerged in Guangdong Province in late 
2002 and burned through Hong Kong in 
2003 to the rest of the world, in what many 
at the time feared would be an uncon- 
trolled viral firestorm. More than 8,000 
people were infected and more than 800 
died in the span of several months. 

At the center of Mr. Greenfeld’s account 
is the appalling determination of the Chi- 
nese government to cover up the extent of 
the outbreak. This was partly an attempt 
to avoid embarrassment to the Communist 
Party and to ensure a smooth transition of 
power from Jiang Zemin to Hu Jintao in 
March of 2003. In the process, the Party 
imperiled the lives not only of its own citi- 
zens but of the rest of the world’s. 

This is a timely book. The steady pas- 
sage of another viral killer—H5N1, or bird 





flu—across the globe over the past two and 
a half years has virologists on edge. Only 
slight mutations to that virus, which has 
already killed a terrifying 64% of those hu- 
mans known to have been infected, could 
transform it into a virus that easily passes 
from human to human, potentially killing 
millions. A cluster of recent infections in 
Indonesia has virologists exploring wheth- 
er that mutation is already under way. 

Among virologists, this isn’t a new 
worry. More than two and a half years be- 
fore the outbreak of sars, the REVIEW—in 
a story entitled, “A Deadly Flu Ready To 
Strike”—reported that “the world’s next 
flu pandemic will probably originate in 
southern China, then transit through 
Hong Kong and on to the world. How 
ready are we?” This story was remarkably 
prescient in predicting the exact path that 
SARS would travel. 

The lessons to be learned from sARS— 
how the scientific community can pull to- 
gether to identify and combat a disease, 
how national and global health officials 
should react, and how the very process of 
globalization can contribute to as well as 
contain the spread of such a viral pandem- 
ic—are among the many issues that make 
Mr. Greenfeld’s book important. 

Among the most relevant of these les- 
sons is that a failure by Chinese authorities 
to live up to their responsibilities greatly 
deepened the lethal impact of sars. The 
Chinese government stubbornly lied to 
World Health Organization officials and 
even evacuated SARS patients from hos- 
pitals in Beijing when the wHo conduct- 
ed visits to determine the extent of the 
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epidemic in the capital. Had provincial 
and central government authorities acted 
more forthrightly, sars may never have 
emerged as the deadly threat it became. 

Mr. Greenfeld’s book, written more in 
the style of a fast-paced novel than a his- 
torical record, tells the story of sars from 
arich variety of perspectives. He traces the 
frantic scientific search for the cause of the 
disease—how it kills, where it came from, 
and how to treat it—with clarity appropri- 
ate for a general reader. Although this por- 
tion of his material is much better and more 
accurately told by Thomas Abraham in his 
superb book, Twenty-First Century Plague: 
The Story of sars (University of Hong Kong, 
2004), Mr. Greenfeld layers his tale with 
two other compelling stories. 

The first is a thorough, on-the-ground 
examination of how the Chinese authori- 
ties sought to hide the country’s SARS out- 
break, and what the social and cultural 
conditions were in Guangdong Province 
that laid the foundations for the disease’s 
outbreak. The other is the role the press— 
especially Time Asia—played in exposing 
China’s SARS cover-up. 

The sars virus leapt from the animal 
world to humans through the cavernous, 
brutal and bloody wild animal markets of 
southern China. These markets provide 
the wild fare—everything from badgers 
and civets to pangolins and lizards—that 
is eaten with relish in restaurants through- 
out this part of China. Here, packed in 
cages stacked one on top of another is a 
cauldron of viruses native to captive spe- 
cies that were never meant to intermingle, 
and certainly not with humans. 

Mr. Greenfelds’s treks through these 
markets and nearby neighborhoods in 
search of the circumstances that gave 
birth to the SARS virus make for the live- 
liest and most compelling parts of this 
book: “Hemmed in their pens, terrified 
after days or weeks of travel in darkened 
cages aboard noisy trucks, these animals 


are in a state of diminished immunity, and 
in this panicked condition, they are more 
likely to shed copious amounts of virus in 
their feces, urine and blood,” he writes. 

Equally compelling is Mr. Greenfield’s 
account of how his own reporters at Time 
Asia, especially Susan Jakes and Huang 
Yong, blew the lid off of China’s cover-up 
of SARS. They were the first to publish the 
claims of Jiang Yanyong, the Chinese mili- 
tary doctor who exposed the government’s 
deception. | 

Where Mr. Greenfeld goes badly wrong 
is in overstating the competition between 
two University of Hong Kong microbiolo- 
gists, Malik Peiris and Guan Yi, who were 
instrumental in discovering the virus that 
causes SARS and finding out where it came 
from. He fundamentally misunderstands 
the simultaneously competitive and col- 
laborative nature of modern scientific re- 
search. 

Still, China Syndrome is a timely re- 
minder of why it matters deeply how gov- 
ernments and the scientific community 
are responding to spread of avian flu. Has 
the world learned its lesson? 


A HISTORY OF MODERN INDONESIA 
by Adrian Vickers 
Cambridge University Press, 306 pages, 
$70/$24.99 
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Reviewed by SADANAND DHUME 


N OCTOBER 1928, activists from 

IL across the Netherlands East In- 

dies gathered in the capital, Bat- 

avia, for a youth congress. To the strains of 

a new anthem, Indonesia Raya (Indonesia 

the Great), they famously pledged their al- 

legiance to “one homeland, one people and 
one language.” 

The congress came to be seen as the 

wellspring of Indonesian nationalism, but 


EI FAR EASTERN ECONOMIC REVIEW += June 2006 


The New Order’s solid achievements in literacy, healthcare 


and industrialization are treated almost as a footnote. 





at the time each of its claims was, to put it 
baldly, a fiction. Nobody would confuse a 
Protestant Batak from Lake Toba with a 
west Sumatran Minangkabau Muslim, or 
either of them with an Ambonese Catho- 
lic. The chosen language, a form of Malay 
renamed Bahasa Indonesia, was spoken by 
only a fraction of Javanese, the majority of 
the imagined nation’s population. 

All that knitted together this crazy quilt 
of ethnicity and language, race and reli- 
gion, were two powerful ideas: a shared 
past loosely traced to the sprawling Hindu- 
Buddhist Majapahit empire (between 1293 
and circa 1500), and a vision of a shared fu- 
ture no longer under the colonial thumb of 
the Dutch. Accordingly, at independence in 
1945 the Muslim-majority country’s found- 
ing fathers dismissed calls for an Islamic 
state in favor of an explicitly nonsectar- 
ian one. As a motto they chose “Bhinneka 
Tunggal Ika,” or “Unity in Diversity.” 

Fast forward to 2006. Bahasa Indonesia 
is spoken from, as they say, Sabang (off the 
coast of Aceh) to Merauke (in Papua). The 
people in between all call themselves Indo- 
nesian. The opening bars of Indonesia Raya 
are instantly recognizable. Yet the idea of a 
secular Indonesia, if not quite abandoned, 
is seriously besieged. If parliament passes 
an “antipornography” law currently un- 
der consideration, a woman could face 10 
years in prison for wearing a miniskirt, 
and couples face five years for kissing in 
public. A senior official in President Susi- 
lo Bambang Yudhoyono’s government has 
urged legislators debating the jurisdiction 
of Shariah-based courts in Aceh not to ex- 
empt non-Muslims from their cane-and- 
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lash-happy purview. Elsewhere, an East 
Javanese convert to Islam faces prison for 
leading prayers in Bahasa Indonesia rather 
than exclusively in Arabic. 

How could any of this happen in once 
famously moderate Indonesia? For a quick 
primer on the country, A History of Modern 
Indonesia is a good place to start. It maps the 
rollercoaster ride of the last 100-odd years, 
during which Indonesia morphed through 
five stages: an expanding Dutch colony; an 
outpost (briefly) of imperial Japan’s Greater 
East Asia Co-prosperity Sphere; a socialist 
basket case under Sukarno; a quasicapital- 
ist kleptocracy under his successor, Suhar- 
to; and, for the past eight years, a chaotic, 
anything-goes democracy. 

Mr. Vickers, a professor of Asian studies 
at the University of Wollongong in Austra- 
lia, believes that histories of “state heroes 
and big events” say little about the experi- 
ences of ordinary Indonesians. As a rem- 
edy he bases his account on Indonesia’s 
greatest novelist, Pramoedya Ananta Toer, 
who was imprisoned under the Dutch and 
the Sukarno government, but felt the full 
force of repression during the 32-year rule 
of General Suharto (966-98). 

It’s hardly surprising then that in the 
perennial debate about who was a better 
president, or at any rate a less bad one, Mr. 
Vickers favors Sukarno over Mr. Suharto. 
While he doesn’t airbrush Sukarno’s rud- 
derless management of the economy or his 
reckless, rhetoric-fueled foreign policy, 
these pale in comparison to the excesses of 
Mr. Suharto: 500,000 suspected commu- 
nists slaughtered, civil liberties quashed, 
the country treated as a piggy bank by 
the general’s grasping friends and out- 
of-control family. The New Order’s solid 
achievements in literacy, healthcare and 
industrialization are treated almost as a 
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footnote to these crimes. 

Despite occasional flashes of insight, 
this book does not live up to its prom- 
ise. Mr. Vickers’s engagement with Pr- 
amoedya’s work is inexplicably fleeting 
and his attempt to cram a century of his- 
tory into little more than 200 pages makes 
for a somewhat vacuous read. The last 
third of the book, especially, conjures an 
image of a writer with a large file of news- 
paper clips and a tight deadline. Perhaps 
this explains Mr. Vickers’s curious failure 
to explore arguably the single most im- 
portant social and political development 
of the past 30 years: the politically secu- 
lar Suharto regime’s promotion of piety 
against the backdrop of rapid economic 
growth, which led, inadvertently, to an un- 
precedented rise of Islamic orthodoxy. 

If the contrasting visions of Mr. Suhar- 
to and Sukarno defined the first 50 years 
of Indonesian history, then the contest be- 
tween secular modernity and medieval Is- 
lamism will define the next half century. 
Will women be allowed to dress as they 
please or be forced to conform to puritan- 
ical notions of modesty? Will democracy 
protect minority rights or subjugate them 
to the tyranny of crude majority rule? Will 
Indonesians build a society akin to those 
of their neighbors in Thailand and Singa- 
pore or one that resembles those of their 
co-religionists in Saudi Arabia and Iran? 

Though they remain a numerical minor- 
ity, Islamists for the time being have mo- 
mentum on their side. If this were a poker 
game you would have to back them to win, 
not because they hold the better hand, but 
because they show greater nerve. 

Islamists have learned that a deter- 
mined, vocal and at times violent minority 
can advance its agenda by controlling the 
debate. They have concealed the essential 
backwardness of their vision by superfi- 
cially embracing technology such as cell 
phones and the Internet. They have been 
quick to deploy street power as a tool of 
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intimidation against the press and liberal 
elites, and they have instinctively grasped 
a basic lesson of poor-country democra- 
cy: that politicians tend to cave before the 
well-organized mob. 

Unfortunately for secular Indonesians, 
their allies overseas tend to sell them 
short. The United States, United Kingdom 
and Japan, for example, are unapologetic 
(and rightly so) about exporting cultural 
flotsam, but somehow squeamish about 
exporting bedrock values of personal con- 
science and critical thinking. 

As aresult, instead of exposing Islamism 
to the cold light of reason, Indonesian 
secularists have tried to stall it with the 
oxymoronic “liberal Islam,” for the most 
part fronted by a B-team of cocktail-party 
mullahs permanently on the defensive on 
everything from cartoons to canoodling. 
Unless secularists can do better, by chang- 
ing the terms of the debate rather than po- 
litely quibbling over interpretations of the 
Quran and such, they’ll have to get used to 
a world in which conservative clerics and 
their political allies are arbiters of fashion, 
and one where the spirit of 1928 that once 
united Batak Christian, Balinese Hindu 
and Banjarmasin Muslim can be found 
only in the pages of an out-of-print novel. 


BAD YOUTH: JUVENILE 
DELINQUENCY AND THE POLITICS OF 
EVERYDAY LIFE IN MODERN JAPAN 
by David R. Ambaras 
University of California Press, 
309 pages, $49.95 
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Reviewed by JEFF KINGSTON 


NXIETIES ABOUT YOUNG people 

are commonplace everywhere. 
mam After all, youth represent the 
legacy of the begetting generation and 


the future of society. Those who will de- 
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Islamists have learned that a determined, vocal and at times 
violent minority can set the agenda by hijacking the debate. 


pend on today’s youth down the road have 
a natural tendency to worry about how the 
rapscallions will handle their future re- 
sponsibilities. 

In this excellent study, David Ambaras 
reminds us that even in Japan misgivings 
about unruly youth have a long tradition. 
The contemporary Japanese media fixates 
on bullying, truancy and teenage prosti- 
tution, fanning anxieties about what the 
ranks of hikikomori (reclusive stay-at- 
homes), freeters (free-lancing part-timers) 
and NEETs (not in education, employment 
or training) portend. Bad Youth focuses 
largely on the escalating efforts to tame 
Tokyo’s youthful troublemakers from the 
late 19th century onwards in ways that 
brought the state ever further into the 
home. These reformist initiatives reached 
their zenith in the wartime era, bequeath- 
ing an institutional legacy that shapes 
contemporary approaches to juvenile de- 
linquency. 

Mr. Ambaras, an assistant professor of 
history at North Carolina State University, 
heads off those seeking solace in a rosier 
past, noting that in the Tokugawa era, au- 
thorities “contended with gangs of rowdy 
youths who accosted commoner boys or 
other samurai boys on the streets, dragged 
them back to their own homes, and raped 
them.... The aggression became so seri- 
ous that commoner families were afraid 
to send their sons to their lessons.” This 
practice of boys gang-raping other boys re- 
emerged as a major social concern at the 
turn of the 20th century. 

Back in the Tokugawa era, parents at 
wits’ end, conscious of their family honor, 
placed their delinquent children in cages or 
asked authorities to put them in handcuffs 
for days and months at a time. Appealing 
as those measures may have been, a mod- 


ernizing Meiji Japan sought more modern 
methods of reforming delinquent boys. 

The challenge for authorities was to 
assimilate the lower classes into a rapid- 
ly industrializing and urbanizing society. 
Assimilation for middle-class reformers 
meant imposing their values and conduct 
on everyone else. Those who did not get 
with the program were treated as a “blight 
on the national body” and dealt with ac- 
cordingly. 

Wayward girls were especially prob- 
lematic for reformers, given that sexually 
experienced waifs were widely considered 
to be beyond redemption. In practice, this 
collective patriarchal shrug meant that 
many victims of sexual exploitation were 
placed in geisha houses, where their fate 
was predictable. Naughty boys were only 
sent for brief stints at reform school, while 
“fallen women” ended up as chattel. Prop- 
agating an ideology of middle-class norms 
regarding mothers, wives and families, au- 
thorities simply could not handle the sex- 
ual realities facing women. Mr. Ambaras 
writes, “girls’ dissolute behavior destabi- 
lized class, gender and racial categories in 
ways that made these girls more frighten- 
ing than delinquent boys.” 

In order to deal with degeneracy the 
state intruded ever more forcefully on 
family matters from the beginning of the 
20th century. The growing middle class 
was whipped into a moral panic by the 
government and media. “According to nu- 
merous reports, ‘ruffians’ brawled, raped 
younger boys, and engaged in extortion, 
while ‘rakes’ consorted with prostitutes 
and deviously seduced and exploited re- 
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spectable female students.” 

The panic stemmed more from percep- 
tions than reality, except perhaps in terms 
of nanshoku (homosexual relations), some- 
thing referred to as the “Satsuma habit.” 
Samurai from this Kyushu domain had 
come to dominate national affairs during 
the Meiji era, sparking something of a back- 
lash. Such predatory habits were increas- 
ingly denounced as a barbaric vestige. 

As Tokyo’s population rapidly expand- 
ed, rising to 6.4 million in 1935 from 3.7 
million in 1920, fears of social disorder 
and moral collapse skyrocketed, leading 
to a more interventionist regime of juve- 
nile protection. This necessitated the es- 
tablishment of numerous agencies aimed 
at bringing the family into the realm of 
public policy. To minimize costs, the gov- 
ernment relied extensively on communi- 
ty volunteers, a top-down approach to a 
grass-roots intrusion on the family. 

The “interpenetration of state and so- 
ciety” also extended to the workplace, 
where the employment of unmarried 
young women was discouraged. Sensa- 
tional coverage inflamed a public debate 
that often verged on hysteria. As the sense 
of national crisis grew in the 1930s, toler- 
ance for political and sexual deviance and 
“pernicious” foreign influences evaporat- 
ed. Representing a frivolous eroticism ex- 
uding foreign influences, “modern girls” 
and other manifestations of a flamboyant 
urban youth culture were suppressed in 
the name of duty. Discipline became par- 
amount as the state clamped down on the 
lives of young workers. 

The wartime discourse on delinquen- 
cy projected elite visions of a social order 
aimed at regulating the morality of young 
Japanese even as it became more reliant on 
them. “Wartime protection and guidance 
increasingly fused the functions of educa- 
tor, personnel manager, social worker, and 
probation officer,” writes Mr. Ambaras. 
“They involved not only an intensification 





of surveillance within existing hierarchi- 
cal relationships but also a reconfiguration 
and expansion of the space in which youth 
could be disciplined.” 

Wartime labor mobilization involved 
younger and younger Japanese, and by 
1944 even 12-year-olds were conscripted 
for factory work. However, spendthrift 
young workers were deemed a social men- 
ace, and authorities resorted to intensified 
policing. This ostensibly involved super- 
visors, but foremen often sought to less- 
en workplace tensions by taking younger 
subordinates drinking and whoring, hard- 
ly what public officials had in mind. They 
thus encouraged more wholesome involve- 
ment in youth labor brigades that empha- 
sized patriotism and discipline. 

Mr. Ambaras concludes that negative 
perceptions about juvenile misbehavior 
probably exceeded actual misconduct, but, 
“it is the overwrought anxiety concern- 
ing delinquency and the persistent efforts 
to mobilize society to prevent it that have 
characterized the century-long project to 
create ideal subjects in modern Japan.” 


A KINGDOM UNDER SIEGE: 
NEPAL’S MAOIST INSURGENCY, 
1996 TO 2004 
by Deepak Thapa and Bandita Sijapati 
Zed Books, 256 pages, $75/$25 
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Reviewed by M.D. NALAPAT 


N JUST OVER two months, the 
Taliban changed the political 
chemistry of Afghanistan, put- 
ting in place a regime indistinguishable 
from the elements that executed the Sept. 
11 terror attacks. Yet it took the 9/11 ca- 
tastrophe for the world to acknowledge 
that the continuation of such a regime in 
Kabul was incompatible with the securi- 
ty of countries across the world. Since the 
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As Tokyo’s population rapidly expanded, fears of 


social disorder and moral collapse skyrocketed. 





defeat of the Taliban by a combination of 
U.S. power and Northern Alliance foot sol- 
diers, al Qaeda has re-emerged in southern 
Afghanistan, while moving much of its lo- 
gistics to Bangladesh and to the India-Ne- 
pal border, where they are given sanctuary 
by the Maoists, a clutch of guerrilla fight- 
ers unified by an ideology of hatred for the 
modern world. 

At present, more than 70% of the land 
area of Nepal is effectively controlled by 
the Maoist insurgents, who have now be- 
gun to make their presence felt even in 
Katmandu. Should this movement—which 
began in 1996, the same year that the Tal- 
iban took over Kabul—not be checked, 
Nepal is likely to emerge as anew Afghani- 
stan, a haven for al Qaeda and similar ex- 
tremists. 

The rest of the world thus has an im- 
mense stake in ensuring that the Maoists 
do not capture power in Nepal, and yet this 
danger has received very little attention. 
Hence this book is a must-read for those 
interested in international security. 

The authors make few concessions to 
the “packaging” that passes for analysis 
in much of academic literature on such 
subjects, concentrating instead on sim- 
ply retelling the Maoists’ story. They pre- 
sciently conclude that “the refusal [of the 
king] to work with the constitutional forc- 
es may be driving them more and more to 
consider the option of Nepal as a repub- 
lic. That is a situation that would suit the 
Maoists perfectly [by making] the present 
crisis even more intractable.” The monar- 
chy in Nepal has succeeded in stifling eco- 
nomic progress, social empowerment and 
democracy . Why the retention of the dys- 


œs Mr. Nalapat is professor of geopolitics at the 
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functional Shah dynasty (most of whose 
members were killed by the then Crown 
Prince Dipendra in June, 2001) would be a 
negative has not been explained anywhere 
in the book. 

Indeed, it was that massacre and the 
consequent coming to power of King 
Gyanendra that accelerated the collapse 
of public support for the monarchy in Ne- 
pal. There are still several unanswered 
questions about that event, such as the mi- 
raculous way in which a supposedly inebri- 
ated Prince Dipendra dispatched only the 
members of his immediate family, sparing 
those belonging to King Gyanendra’s side, 
including the queen mother, and just who 
fired the shot that fatally wounded the 
crown prince himself. Since the massacre, 
the streets of Katmandu have been seeth- 
ing with rumors about the who the real 
perpetrators were, 

That King Gyanendra, like his unfortu- 
nate predecessors Birendra and Mahendra, 
loathes the democratic political parties in 
Nepal is no secret, nor is the suspicion and 
contempt in which key politicians and the 
royal family hold each other. The inaction 
of the Royal Nepalese Army—which until 
very recently was directed not by the elect- 
ed government but by the king—against 
the Maoists when the Nepalese police had 
large groups of Maoists cornered, lends 
support to the view that the palace saw 
the extremists as a useful check on those 
pesky democrats. Indeed, they were seen 
as easier people to deal with, given that the 
Maoists were active only in the country- 
side, where the royals showed no interest, 
and left Katmandu and its money-launder- 
ing businesses alone. 

The authors point to the refusal of the 
new king in 2001 to order the army to take 
on the Maoists as the reason behind the 


i Reviews 63 | 








www. feer.com 


resignation of the then Prime Minister 
Girija Prasad Koirala (now prime minis- 
ter again). Indeed, ever since the Maoists 
launched their “people’s war,” the RNA has 
confined itself mainly to reprisals against 
civilians in Maoist-infested areas, thus 
further fueling recruitment to the extrem- 
ist cause. The Maoist leader Prachanda 
has borrowed heavily from the rule book 
of the Liberation Tigers of Tamil Eelam’s 
Velupillai Prabhakaran, entering into pe- 
riodic ceasefires (2001, 2003 and 2006) in 
order to consolidate his strength before 
launching a fresh wave of attacks. 

The authors have correctly drawn at- 
tention to the ambivalent posture of suc- 
cessive governments in India toward the 
Nepalese Maoists. Since 1996, the extrem- 
ists have been given safe haven in India, 
despite periodic expressions of support 
by New Delhi for the beleaguered gov- 
ernment in Katmandu. Both the states 
of Uttar Pradesh and Bihar are known to 
host training camps for Maoist guerrillas, 
while Maoist leaders openly consult with 
key elements of the ruling Communist 
Party of India (Marxist) in West Bengal 
and use the “world’s most populous de- 
mocracy” as a transit point for sophisti- 
cated armaments. 

The book shows the way in which the 
Maoists have manipulated the differences 
between other players in Nepal—not only 
between the king and the political par- 
ties, but also between the parties them- 
selves and often between factions in the 
same party. The authors point out how 
politicians affiliated with the democratic 
movement have been repeatedly targeted 
for assassination and vilification. 

As in the case of Sri Lanka, where the 
dominant section of the army regards it- 
self as the “sword and shield” of Sinhala 
supremacy over the Tamils, in Nepal the 
army has functioned as a bulwark of the 
three dominant castes in Nepal—the Ba- 
huns, Newars and Chettris—who man 


almost all governmental jobs even while 
accounting for only a third of the popula- 
tion. The authors point out that between 
1983 and 1985, “69% of those who passed 
the civil service examinations were Ba- 
huns and Chetris” and that this figure 
rose to 81% in 1993 and 98% in 2001. The 
authors correctly identify the low degree 
of social mobility in Nepal as one of the 
causes of the Maoist upsurge, another be- 
ing poor economic growth. 

Where the book disappoints is in its 
silence over the connection between the 
Maoists and al Qaeda, who have set up op- 
erations in several locations in Nepal now 
under Maoist control. The drug-running 
that finances South Asian terrorism also 
results in new weaponry for the Maoists, 
who have become collaborators of such 
elements. There is now a full-blown tac- 
tical alliance between religious extrem- 
ists indulging in terrorism and the Maoist 
insurgents, and the “Terai Belt” in Ne- 
pal is one of the epicenters of this emerg- 
ing partnership. This point is ignored by 
the authors, who also fail to mention their 
links with extremist sympathizers in Ban- 
gladesh. Maoist sanctuaries in India also 
get the briefest of mentions. 

These days, the Maoist movement is 
transforming itself from an ideological 
struggle against feudal remnants into a 
money-making machine that routinely 
participates in extortion—of course in the 
name of the people. There is a difference 
in kind and in tactics between the Maoists 
and the democratic parties in Nepal, and 
this distinction is basic to the future of Ne- 
pal. Unlike the authors, I do not regret the 
meltdown of the monarchy in Nepal, al- 
though I have more than a little dread that 
the country may in a few years become the 
new Afghanistan. One way of avoiding this 
would be to pay attention to the problem 
before it becomes intractable. The authors 
can be complimented for encouraging the 
world to do precisely that. 
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POWER SHIFT: 

CHINA AND ASIA’S NEW DYNAMICS 
Edited by David Shambaugh 
University of California Press, 
402 pages, $60/$24.95 
eB 
Reviewed by MICHAEL BYRNES 


HE RISE OF China has engen- 
T dered much debate and concern 

about whether this rise will be 
peaceful or whether it will have a dis- 
ruptive impact on the Asian region and 
beyond. China cannot follow a predeter- 
mined course, as much will depend on its 
future policies, the actions of the United 
States and other key regional and global 
players, as well as unforeseen events. 

These essays—which resulted from a 
conference held in December 2003, entitled 
“China and Asia: Towards a New Region- 
al Order”—clearly lay out the major issues 
related to China’s rise and the complexity 
of its regional web of interdependence. Un- 
derstanding the depth and breadth of this 
complex and fast-moving subject is neces- 
sary for key players to have any chance of 
managing China’s regional and global dy- 
namics in a positive manner. 

Power Shift is a collaborative effort by a 
star-studded cast of authors. These lead- 
ing scholars have had extensive experience, 
and they are able to frame their subjects 
with a well-thought-out historical perspec- 
tive. Additionally, there is enough diversity 
of opinion that readers are presented with 
two sides to many key issues and are thus 
able to draw their own conclusions. 
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The Maoist movement is transforming from an ideological 
struggle into a criminal money-making machine. 
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Historically, China has been at the cen- 
ter of the Asian regional security structure, 
but this position was on the whole neither 
aggressive nor disruptive. China’s strate- 
gic culture was primarily defense-orient- 
ed and was not concerned with security 
issues beyond the borderlands of the Chi- 
nese empire. The Chinese penetration of 
nonbordering lands was largely undertaken 
through commercial and cultural activity 
rather than through military conquest. 

However, one could argue that history is 
not an appropriate guide for the future. The 
question is whether China’s rise at the be- 
ginning of the new millennium represents 
something significantly different from 
China’s past. A major shift that material- 
ly changes the strategic calculus is China’s 
move in the past several decades to become 
a maritime power, whereas before it was a 
continental power. Michael Swaine’s essay, 
“China’s Regional Military Posture,” dis- 
cusses the implications of this change. 

As Jonathan Pollack succinctly puts it, 
“How will China’s increased power and 
enhanced international role redefine re- 
gional security as a whole?” Not only has 
China changed, but its regional and glob- 
al environment has changed to an equally 
dramatic extent. The most obvious change 
has been in the rapid development of Chi- 
na’s economy. The astounding economic 
strides that China has made in the past 28 
years—unprecedented in world history— 
has given China significant influence in 
Asian and global marketplaces as well as 
within the community of nations. It has 
led to China not only becoming the work- 
shop of the world but also the banker to 
the U.S., a major market for Asian coun- 
tries, and a consumer of great quantities 
of the world’s natural resources. China’s 
prosperity has allowed it to play a much 
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larger role in Asia with the increasingly 
successful use of “yuan diplomacy.” 

Beijing’s newfound influence, howev- 
er, does not revolve entirely around eco- 
nomics. It has also formed political and 
military alliances with the likes of Rus- 
sia and Cuba, old Cold War allies. More 
importantly, this recently discovered in- 
fluence has also restored China’s sense of 
place in the world along with its self-con- 
fidence as a major global actor. China has 
been actively forming strategic alliances 
and strengthening bilateral ties around 
the world. As David Shambaugh points 
out in his essay, “Return to the Middle 
Kingdom,” China’s charm offensive and 
effective use of soft power has improved 
its relations with most of its traditional ad- 
versaries. China’s activist diplomacy has 
reached into Africa and to South America, 
with the latter causing much concern in 
Washington. 

Overall, most of the book’s essays view 
favorably China’s dynamic and growing 
interaction with Asia and its implications 
for the U.S. Nevertheless, the contributors 
strike a balance between optimistic and 
cautionary analyses. 

Richard Bush’s essay, “Taiwan Faces 
China: Attraction and Repulsion” is one 
of the book’s more informative chapters. 
His discussion of the sovereignty issue and 
of the internal Taiwan political structure 
aids in understanding actions from the Tai- 
wan side of the Strait. Mr. Bush points out 
that “it is easy to exaggerate the extent of 
cross-Strait human interaction.” Given the 
scale of cross-Strait economic interaction, 
however, one could argue that the scale of 
human interaction may actually be under- 
rated. It may be hard to get an accurate ac- 
counting of total Taiwan investment or the 
numbers of Taiwanese working and living 
in China, but estimates on investment in 
mainland China over the past 20 years are 
as high as $100 billion, with about 800,000 
Taiwanese living in China, mostly in the 


greater Shanghai area. Direct shipping is 
quietly ongoing, with coal shipments be- 
ing the most prominent. The view of cross- 
Strait relations in Shanghai and Kaohsiung 
is markedly different than that of Beijing 
and Taipei. There is clearly more to this 
complex relationship than what issues 
forth from the two political capitals. 

Some readers will find Mike Mochizu- 
ki’s essay, “China-Japan Relations: Down- 
ward Spiral or a New Equilibrium?” a bit 
too rosy. While we all might like to see a 
warming in Sino-Japanese relations, events 
since the publication of this book suggest 
otherwise. The depth of animosity fed by 
almost six decades of intense propaganda, 
on top of historical tensions, is still strong. 
There are voices of reason in both Tokyo 
and Beijing, but historical, cultural and po- 
litical issues combine to make this a very 
difficult relationship. Despite the two coun- 
tries’ historical baggage, however, econom- 
ic ties are thriving. Japanese investments 
into China last year hit a record high of $6.5 
billion. Japan sells twice as much to China 
than the U.S. Nevertheless, the Sino-Japan 
relationship presents greater challenges 
than the cross-Strait relationship. 

As a number of contributors rightful- 
ly point out, China is playing a larger and 
more sophisticated role in the Asian region 
and in the world at large. How this role 
will play out is examined in detail in the 
two contrasting articles by David Lampton 
and Robert Sutter. Mr. Sutter essentially 
views China’s rise as relatively benign to- 
day, but this benignity, he cautions, may 
just be part of a strategy of “biding time” 
before the country can flex its muscles 
more assertively. On the other side, Mr. 
Lampton convincingly argues that China 
has changed and is playing a more respon- 
sible role in Asia and beyond. 

Mr. Lampton looks at Chinese power 
from different angles and notes that remu- 
nerative power has been dominant. While 
this has made China an economic compet- 
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itor of the U.S., the further development of 
China’s powers of coercion rests on fac- 
tors both external and internal to China. 
The U.S.’s interaction with China will have 
much to do with the course that China will 
play in the future. Mr. Sutter argues that 
the challenges for the U.S. in dealing with 
China are greater than the opportunities, 
and if China’s operating style in the com- 
mercial realm is any indicator of its future 
strategic behavior, then the “biding time” 
concept may need closer examination. 

While there is much great scholarship 
in Power Shift and analysis that is endur- 
ing, most of the statistics are four years 
old and many of the issues and context 
is now three years old or more. In China, 
three years is a very long time, and many 
trends that appeared clear in 2003 are less 
so now. 


REPROGRAMMING JAPAN: 
THE HIGH TECH CRISIS UNDER 
COMMUNITARIAN CAPITALISM 

by Marie Anchordoguy 
Cornell University Press, 
257 pages, $39.95 
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FTER TWO POST-WAR decades 

of rapid growth, Japan emerged 

| in the 1970s as the world’s second 
largest economy. In the 1980s, it seemed 
poised to challenge the economic and tech- 
nological leadership of the United States. 
As one of the U.S. trade negotiators at the 
time, I won’t easily forget Japan’s high- 
technology challenge. Few today remem- 
ber that mighty Intel was nearly brought 
to its knees by Japanese competitors in the 








China’s prosperity has allowed it to play a much larger role 
in Asia thanks to its successful use of “yuan diplomacy.” 





early 1980s and survived in significant part 
due to an infusion of cash by IBM. 

As the Japanese trade surplus soared in 
conjunction with record American trade 
deficits, books like Ezra Vogel’s Japan as 
Number One and my own Trading Places 
became popular by suggesting the pos- 
sibility of a shift of economic leadership 
to Japan and apparently explaining the 
secrets of Japanese success. Then in the 
1990s, Japan seemed to hit a wall as it ex- 
perienced the collapse of one of history’s 
great bubbles and suffered through more 
than a decade of stagnation, failing banks, 
and soaring budget deficits. The great 
question became not when Japan would 
seize economic leadership from the Unit- 
ed States, but why anyone had ever seen 
Japan as a challenge in the first place. 

So what happened? How could a coun- 
try that was so successful suddenly become 
such a laggard? Those are the questions 
Marie Anchordoguy, an associate profes- 
sor at the University of Washington, tries 
to answer. 

She is hardly the first to address this co- 
nundrum. Indeed, a veritable Who’s Who 
of economists and Japan experts have 
weighed in. Some emphasize faulty mon- 
etary policy. Others point to inadequate 
deregulation and corporate governance. 
And still others blame institutional grid- 
lock and political factors. 

Ms. Anchordoguy’s unique point is that 
there must be something behind all this. 
The cause of the apparent failure of the 
90s, she says, is the same as that of the 
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successes of the ’70s and ’80s: communi- 
tarian capitalism. 

Ms. Anchordoguy describes commu- 
nitarian capitalism as an “economic sys- 
tem characterized by an activist state and 
a number of private-sector organizations 
that manage markets to promote develop- 
ment and national autonomy in the context 
of the broader goals of social stability, pre- 
dictability, and order.” She sees the com- 
munity as the basic organizational logic 
guiding state, corporate, and individual 
behavior in Japan through social conven- 
tions that dictate how all of these actors 
should behave in various situations. As op- 
posed to the Anglo-American emphasis on 
individual rights, liberty, and rule of law, 
the Japanese system focuses on maximi- 
zation of communal benefits and on devel- 
opment of a strong collective identity that 
excludes non-participants or outliers from 
communal benefits. 

In this system, the state acts more as 
a coach than a referee, and corporations 
operate not to maximize profits for share- 
holders but to achieve communal objec- 
tives such as full employment, stability, 
harmony and autonomy. To this end, ac- 
tors that are nominally competitors may 
cooperate to achieve a communal objec- 
tive, and the lines between government, 
corporation, union, and NGo are often 
blurred. The Japan, Inc. label frequently 
used in the 1980s to describe the Japanese 
system is apt in this context. 

Rooted both in history and the particu- 
lar circumstances of post-World War II Ja- 
pan, this system evolved as the best means 
to recover quickly from wartime devasta- 
tion and to “catch up” to America in eco- 
nomic terms while maintaining national 
autonomy. As Ms. Anchordoguy notes, the 
system worked exceedingly well in doing 
this. I remember a high ranking Ministry 
of International Trade and Industry offi- 
cial telling me in 1984 that “we look for the 
fairway and then mobilize all force to get 
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on the green as fast as possible.” 

For along time the location of the “fair- 
way” was pretty obvious. MITI and Japa- 
nese industry had only to look at what was 
being done in the United States and try to 
imitate and improve on it. Until the late 
1980s, the focus was almost always manu- 
facturing. Success was ensured by cooper- 
ation among Japanese actors in obtaining 
technology at the lowest possible cost and 
maintaining a steady flow of investment 
by companies with stable work forces that 
could operate in a protected domestic en- 
vironment to catch up to the foreigners 
and then overtake them in their own mar- 
kets. Up to this point Ms. Anchordoguy’s 
analysis is very similar to that of her men- 
tor Chalmers Johnson and also to that of 
former Vice Minister of Finance Sakakiba- 
ra Eisuke in his book Beyond Capitalism. 

Where she breaks new ground is in ar- 
guing that what were virtues in the “catch- 
up” phase of Japan’s development became 
vices in the aftermath of the collapse of the 
Japanese bubble in 1991-92. By using a series 
of case studies in the telecommunications, 
computer, semiconductor and software in- 
dustries, Ms. Anchordoguy shows that once 
the initial “catch-up” objective had been 
achieved and the necessity of establishing 
new “fairways” arose, communitarian capi- 
talism became counter-productive. 

The emphasis on conformity, lifetime 
employment and maintaining stability in- 
hibited the emergence of desperately need- 
ed new leaders and ideas, and resulted in 
wasted investment in outmoded and even 
bankrupt industries. Thus the virtuous cir- 
cle became a vicious one. Ms. Anchordo- 
guy reinforces this point by showing that 
in the software industry, where there nev- 
er was aclear target or fairway and where 
competition was always about new ideas 
and standards rather than production ef- 
ficiency and cost, the communitarian sys- 
tem never worked very well, even at the 
height of the Japanese Miracle. 
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The cause of Japan’s failure in the 1990s is the same as its 
successes in the 1970s and ’80s: communitarian capitalism. 
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There is much truth in this argument. 
Nevertheless, some counter arguments 
need to be noted. First, much of the suc- 
cess of the Japanese “catch-up” model was 
due to the indulgence of the United States 
and the European powers. Out of igno- 
rance about the essentially mercantilist 
nature of the Japanese model, arrogance, 
over-confidence, and for geo-political 
reasons, the United States long tolerated 
Japanese protectionism, forced transfer 
of technology and undervaluation of the 
yen. Had America’s initial attitude toward 
Japanese trade policies been what it came 
to be in the 1980s, Japan would not have 
caught up nearly as fast. 

Second, and perhaps more important- 
ly, Ms. Anchordoguy’s whole analysis rests 
on the assumption that Japan’s economic 
performance over the past 15 years has not 
only been poor but poorer than it needed 
to be. Here the contrast is usually made 
with what is seen as a U.S. economy that 
has experienced high growth, low unem- 
ployment, rising equity and housing val- 
ues, low inflation and interest rates, and a 
return to technological leadership. 

But the fact is that Japan’s growth and 
employment performance has not been so 
bad when contrasted to that of other de- 
veloped countries. Moreover, its recov- 
ery from the collapse of the bubble was 
achieved with less widening of the differ- 
ence between rich and poor than occurred 
in the United States during an unprece- 
dented period of prosperity. Finally, the 
emphasis on the excellence of U.S. perfor- 
mance ignores the fact that it too floated 
on one of history’s great bubbles and has 
resulted in an ocean of debt. 

Today, Japan is emerging from its long, 
dark tunnel. Growth is up, prices are up, 
and banks are again charging interest. As 
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a society, it still seems to work better than 
most. Crime is lower than elsewhere, and 
infrastructure and service are better. As 
for technology, most of the new Boeing 787 
Dreamliner is being built in Japan, includ- 
ing the carbon fiber and the critical wing 
elements. Japanese companies continue to 
dominate the machine tool, robotic, flat- 
panel display, digital camera, consumer 
electronic and semiconductor equipment 
industries. And which company is going to 
pass General Motors this year to become 
the world’s largest auto company? Toyota, 
of course. 

So maybe communitarian capitalism 
hasn’t been as counter-productive as com- 
monly assumed. After all, the conventional 
wisdom has always been wrong about Ja- 
pan. Ms. Anchordoguy might do well to re- 
visit this subject in a few years. 


FEARFUL SYMMETRY: 
INDIA-PAKISTAN CRISES IN THE 
SHADOW OF NUCLEAR WEAPONS 

by Sumit Ganguly and Devin T. Hagerty 
University of Washington Press, 
223 pages, $55/$25 
NG ee Bee 


Reviewed by ASHOK K. MEHTA 


HE STATE OF South Asian stabili- 

ty in general—and Indo-Pakistani 
mum tensions in particular—depends 
on who you ask. Pakistan has consistent- 
ly highlighted the instability factor owing 
to the long-standing Kashmir dispute. In 
this way, it keeps Kashmir in the news. 
The U.S. has periodically exaggerated 
the nuclear flashpoint theory, initially to 
cap and roll back India’s and Pakistan’s 
nuclear programs and later to establish a 
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nuclear restraint regime. India, caught be- 
tween the two, has contended that insta- 
bility stems from Pakistan and Pakistan’s 
proxy war in Kashmir, not from posses- 
sion of nuclear weapons. 

The situation is actually more stable 
than it is usually presented. But why is this 
so? In 2004, officials from both India and 
Pakistan stated that nuclear weapons are 
a factor in the region’s stability. Messrs. 
Ganguly and Hagerty claim that nuclear 
deterrence prevailed in all but the first two 
of a total of six military crises between In- 
dia and Pakistan—in 1984 and during the 
Indian army’s Exercise Brasstacks of 1986- 
87. However, from an Indian perspective, 
only two of the six—Kargil and the mili- 
tary confrontation of 2001-02—really fit 
the bill. 

This book examines the crisis behavior 
of the two nuclear neighbors in the light 
of three propositions: nuclear deterrence, 
conventional deterrence and the role of 
U.S. intervention. India and Pakistan may 
have fought three wars and had several 
border skirmishes, but the authors forget 
that these were rather short and civilized 
affairs. For example, population centers 
were never bombed, and each side recog- 
nized the other’s tolerance level. Neither 
side enjoyed a decisive military superiority 
that allowed a blitzkrieg or heavy attrition. 
Most of these crises led to initiation of con- 
fidence-building measures. 

Atthe heart of the 1984 crisis was the fear 
in Pakistan of a preventive attack on its nu- 
clear facility in Kahuta by Indian Air Force 
Jaguars. Inherent in the implied threat was 
the possibility of retaliation, or even pre- 
emption, by Pakistan, which would put at 
risk India’s nuclear reactors and reprocess- 
ing plants, creating grave danger. of radio- 
active contamination in population centers. 


=» Mr. Mehta is a retired major general of the 
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The authors argue rather strenuously that 
both India and Pakistan were dissuaded by 
what is known as “boosted conventional 
deterrence.” The tension generated in 1984 
eventually led to the agreement not to at- 
tack each other’s nuclear facilities. 

Exercise Brasstacks, the brainchild of 
one of India’s foremost military think- 
ers, Army Chief General K. Sundarji, is 
the focus of the crisis in 1986-87. This ex- 
ercise—which was not designed to pro- 
voke Pakistan, since it was planned and 
executed south-north, not east-west as 
claimed—spun out of control for reasons 
that are well-described in the book, signif- 
icantly the lack of institutionalized civil- 
ian oversight and the alacrity of Pakistan’s 
response led by President Gen. Zia ul Haq 
himself. None of the three propositions of 
deterrence played any role in preventing 
war in this case. The de-escalation was ne- 
gotiated bilaterally, and two agreements 
on advance notification of military exer- 
cises and prevention of airspace violation 
were direct consequences. 

In India at least, one heard of the 1990 
Kashmir crisis after it was over, and 
many—including the then army chief of 
staff—said it never happened. But the au- 
thors have made a case that in 1990 “the 
two most troublesome security issues— 
Kashmir and nuclear weapons—were 
inextricably and irretrievably bound to- 
gether.” They say that analysts disagree 
over fundamental issues yet go on to es- 
tablish a crisis that was defused by their 
existential nuclear deterrence. It did not 
matter whether or not India and Pakistan 
had a deliverable bomb, as this derivative 
of deterrence “thrives on uncertainty.” 

The tit-for-tat nuclear tests by India and 
Pakistan sparked off the 1998 nuclear test 
crisis. New Delhi stunned the world, es- 
pecially the U.S., which had painstakingly 
tried to dissuade India from conducting the 
tests. The crisis came to a head on May 27, 
a day before Pakistan’s tests, from an intel- 
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ligence tipoff that “Israeli fighter-bomb- 
ers were flying from eastern India, bent on 
destroying its nuclear capability.” Like the 
previous crises, this too is hyped. The au- 
thors posit that South Asia endured a crisis 
and was spared war by reciprocal fears of 
surprise attacks. Out of the three proposi- 
tions, nuclear deterrence is favored. 

One can also take issue with the au- 
thors over aspects of the only war among 
the crises. Here are some: Kargil (1999) 
was a border skirmish, not a war on the 
scale of the previous three; even though it 
was tactically imprudent, operations were 
confined to the Indian side of the Line of 
Control to avoid escalation. The intrusions 
by Pakistan were designed to avenge Indi- 
= an troops firing in the Neelam Valley and 
_ dislocating the Lahore process. Two sets 
of casualty figures are quoted for India— 
1,732 and 539—and the war is described as 
the “costliest in terms of men and mate- 
rial,” which was not the case. The U.S. en- 
tered the scene when the Indian Army had 
just gained the higher ground, so virtue 
was made of the necessity to withdraw. 

Surprisingly the authors do not refer to 
the account of the Blair House meeting be- 
tween Prime Minister Nawaz Sharif and 
President Bill Clinton as told by former U.S. 
Undersecretary of State Strobe Talbott in 
his book Engaging India. It does contain 
the Bruce Riedel story of Pakistan’s prepa- 
ration of nuclear-tipped missiles. And es- 
calation was indeed prevented by nuclear 
deterrence. Pakistan’s failed Kargil attack 
led to one more CBM—the Agra Summit. 

The military standoff of 2001-02 was 
the last crisis and the most challeng- 
ing. Despite grave provocation, India’s 
restraint was puzzling. True, India had 
hoped to achieve its political goal of mak- 
ing Pakistan end crossborder terrorism by 
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The West is more worried about South 
Asian crisis leadership than it should be. 
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threatening and not actually going to war. 
But it wrongly assumed that the U.S., in 
order to prevent war, would help in mak- 
ing Pakistan end terrorism. This was the 
first time that the U.S. had good relations 
with both India and Pakistan. Nuclear de- 
terrence prevailed again, but contrary to 
what the book says, Washington played 
a critical role in holding India back. The 
U.S.’s primary objective was to fight its 
war in Afghanistan, for which Pakistan 
was the key ally. The fallout from this cri- 
sis is the ongoing peace process. 

Fearful Symmetry is a meticulous analy- 
sis of the factors that deterred war over a 
20-year period. Short on facts and events, 
the presentation of the last two crises 
are not as faithful as the others. Confu- 
sion about India’s conventional capabil- 
ity runs through the book. The record of 
all the wars fought between the two—ex- 
cept 1971 in East Pakistan—belies India’s 
capacity for blitzkrieg or attrition. There 
is a South Asian way of leadership during 
crises that seems more worrying to the 
West than should be the case. 


THE REVIEW LIST OF 
THE BEST ASIAN MURDER MYSTERIES 


OOKING FOR A hard-boiled crime 
thriller to read on the beach this 

summer? The second annual RE- 
VIEW summer holiday reading list will 
provide the solution. In the July/August 
issue, the editors will rate the best who- 
dunnits set in Asia. So if there’s an Asian- 
themed detective novel you think fellow 
readers would enjoy, please email us at 
letters@feer.com. We will publish a selec- 
tion of readers’ comments. 1 | 
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THE POWER OF MEMORY 
by Hamish McDonald 
Vol. 158 No. 7, Feb. 16, 1995, Page 22 

HE LADY 1S a cool, dignified, 
middle-aged beauty. She is al- 

most always dressed in a sari or 
salwar-kameez of flowing cotton or silk; 
most often in white, the color of widow- 
hood, sometimes edged with classic Indi- 
an designs in burnt orange, gold or tawny 
red. Her gaze is level, her words few. 

She is Italian by birth, has no position 
in the government of India, and has not 
once uttered in public anything that could 
be construed as a political statement. Why 
then the steady stream of politicians pay- 
ing calls at her sprawling white bungalow, 
set back behind closed gates in the green 
centre of India’s capital? 

As the leadership battle in the ruling 
Congress Party heads steadily towards 
a showdown—following Prime Minister 
PV. Narasimha Rao’s decision on Jan. 24 
to suspend his rival Arjun Singh from party 
membership and start expulsion proceed- 
ings—all eyes are watching Sonia Gandhi, 
the 48-year-old widow of former Prime 
Minister Rajiv Gandhi. 

With both Rajiv and his mother, Prime 
Minister Indira Gandhi, having fallen to 
assassins, Sonia is now the matriarch of 
the Nehru-Gandhi family, a clan that has 
supplied India with its prime ministers for 
37 of its 47 years of independence.... 

Because of this, Sonia is widely seen as 
a kingmaker within Congress—and pe- 
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riodically as potential queen. After Rajiv 
Gandhi was killed by a suicide bomber in 
1991, a call went up for her to take the par- 
ty leadership. This she promptly rebuffed. 
Mr. Rao was then chosen, partly because 
of his long record as a faithful lieutenant of 
both Indira and Rajiv. It was also believed 
that he would guard the interests of the 
family he had served so well... 

If it is accepted that Sonia herself is not 
interested in a direct political role, atten- 
tion then turns to her two children, Ra- 
hul and Priyanka. There are absolutely 
no signs that their mother is pushing ei- 
ther towards politics. After all, when Rajiv 
was drafted by Indira into public life after 
his younger brother Sanjay was killed ina 
plane crash, Sonia is supposed to have de- 
clared: “I would rather have my children 
begging in the streets of Delhi than him 
becoming a politician.” 

Rahul turns 25 at mid-year, at which 
point he is eligible to stand for parliament. 
But his studies at Harvard suggest a busi- 
ness career. As for Priyanka, a former art 
student, her main work experience has 
been in helping run a kindergarten—ex- 
cellent grounding, Delhi wits say, for the 
Congress leadership. She won’t turn 25 un- 
til January 1997, which means she will miss 
next year’s national elections. 

A tacit family concern, meanwhile, is to 
keep the lid firmly down on the scandals 
that caused the ousting of Rajiv Gandhi’s 
government in 1989. Most notable of these 
was the $1.3 billion purchase in 1986 of Bo- 
fors guns by the Indian army, for which over 
$200 million in secret commissions were 
paid into Swiss bank accounts. Although 
Rajiv swore in parliament that neither he 
nor his family had received kickbacks, the 





money trail has moved closer to his circle. 

By the middle of last year, Mr. Rao’s in- 
dependent stature as leader was starting 
to conflict with his initial role as humble 
dynastic conservator. He had been in of- 
fice three years, and economic reforms 
had gained impressive momentum. News- 
papers were starting to call him the best 
prime minister India ever had. 

Arjun Singh, then education minister, 
used this to cultivate a sense of insecurity 
in Sonia’s entourage. Could Mr. Rao be re- 
lied upon to keep the Bofors case tied up 
in legalities? Was Mr. Rao now taking the 
credit for initiatives started by Rajiv? 

The collapse of Congress in its old 
northern stronghold of Uttar Pradesh in 
elections in November 1993 was also used 
against Mr. Rao. After Sonia’s appearances 
in Amethi, Rajiv’s old Uttar Pradesh con- 
stituency, had drawn huge crowds, Nara- 
in Dutt Tiwari, Congress chief in the state, 
started saying Sonia alone could provide 
the “charisma” that Congress needed. At 
big Congress gatherings, there was a con- 
certed push to use her popularity to dis- 
comfit Mr. Rao. At one meeting, Mr. Rao’s 
speech was interrupted by chants for Sonia 
to take the party leadership. 

Following December’s state election 
debacle for Congress in Andhra Pradesh 
and Karnataka, Messrs. Singh and Tiwari 
stepped up their pressure on Mr. Rao. 
Both insisted that Sonia’s entry into poli- 
tics would be a good thing for the party. 
Whether they meant it or not, the loyalty 
displays were a good cover for their under- 
mining of Mr. Rao. And that both contin- 
ued to call on Sonia added to speculation 
that she too was disillusioned with the 
prime minister.... 

Meanwhile, Mr. Rao’s own efforts to 
regain Sonia’s imprimatur were ineffec- 
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Sonia Gandhi could provide the “charisma” that Congress 
needs. But should she fail, her aura would be lost. 


tive. After one meeting in December, his 
staff inspired reports that Mr. Rao had of- 
fered Sonia the party presidency, but that 
she had refused the offer and “blessed” Mr. 
Rao’s leadership.... 

When Arjun Singh finally broke with 
Mr. Rao on Dec. 24, his resignation letter 
played on issues likely to curry favor with 
Sonia. Besides implying Mr. Rao had been 
dismissive of the Nehru-Gandhi legacy 
in national affairs, Mr. Singh suggested a 
government coverup was preventing blame 
being placed for Rajiv’s murder. 

Mr. Rao is now trying to isolate Arjun 
Singh. To win back Mr. Tiwari, who had 
resigned as Uttar Pradesh Congress chief 
on Dec. 31, Mr. Rao agreed at the end of 
January that the party should “withdraw 
support” from Chief Minister Mulayam 
Singh Yadav’s state government. But that 
didn’t stop Mr. Tiwari from welcoming Ar- 
jun Singh on his platform as he led protests 
against Mr. Yadav in the Uttar Pradesh 
state capital, Lucknow. 

To bring Sonia back on side, Mr. Rao 
was pushing for some disciplinary steps 
against former cabinet and intelligence 
officials held responsible for the security 
lapses that let a Sri Lankan Tamil suicide 
bomber get close to Rajiv Gandhi in 1991. 
But on Feb. 4, Sonia turned up at a roza if- 
tar, a meal served after sunset during the 
Islamic fasting month, that Mr. Singh held 
to show his empathy with Muslims. 

It is doubtful if anyone will ever draw 
Sonia into frontline politics. Although she 
speaks good Hindi, is well-versed in Indian 
affairs and has held Indian citizenship for 
many years, opposition parties would mock 
her foreign origins. Should she contest and 
fail, her aura would be lost forever. Like the 
ultimate weapon that has never been tested, 
Sonia is most useful kept in reserve. = 
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“ALL THE WORLD’S A STAGE” 
by William MacNamara 


AESAR TOOK A long time to die. 
Costumed in the robes of a Chi- 

nese emperor, he staggered left 
(Pang! Pang!, sounded the Chinese cym- 
bals), then right (Pang! Pang’), and froze 
in astylized Peking Opera pose, his elbows 
meeting at his abdomen, before groaning, 
“Et tu, Brute?” 

Watching her student finally collapse 
on stage, Sun Jianqiu visibly swelled with 
pride. The scene was going off without a 
hitch, and the judges of the intercollegiate 
Shakespeare festival, sitting several rows 
in front of her, were sure to be impressed. 

Ms. Sun, an English professor at the Uni- 
versity of International Business and Eco- 
nomics in Beijing, had worked for months 
with Caesar (Yu Zinian, finance major), 
Brutus (Li Yuzhuo, maritime customs ma- 
jor) and Calpurnia (Wang Lumeng, English 
major) on their scene. The team was one 
of the 12 selected to enter the final perfor- 
mance round of the second Chinese Uni- 
versities Shakespeare Festival, organized 
by the Chinese University of Hong Kong. 

For Ms. Sun, the unofficial matriarch of 
Shakespeare studies in China, the chance 
to enter the festival with her three student 
actors was the culmination of a life’s work. 
“Every English student in China should 
understand Shakespeare, because it is the 
_ highest form of the English language, and 
if they can grasp it, they can grasp every- 
_ thing else,” she said. “To understand the 
literal meaning of his language is easy, but 
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it is much harder to understand its soul.” 
That is why she has become a part-time’. 


drama teacher at UIBE. “Only when you 
dramatize these texts do you really involve 
students in their meaning,” she said. “They 


need to take Shakespeare into their bodies, 


and argue over how this line or that line 
should be expressed, to understand him.” 
To make a point, she suggested that her 


students p erform Julius Caesar in Peking: © 
Opera style. “The more Chinese we make > 


him, the more universal he becomes, and 
the closer he comes to us,” she said. 


Echoing her philosophy, festival orga- 


nizer David Parker addressed the assem- 
bled finalists at the welcome dinner on May 
17 in Hong Kong. The goal of the Chinese 
Universities Shakespeare Festival, he said, 
was not competition, but engagement with 
the English language in its most refined 
form, instilment of skills in the dramatic 
arts, and cross-cultural appreciation. 
Sitting around the room were 35 fresh- 
faced Shakespeareans. Some teams, like 
the Tempest troupe from humanities titan 


Peking University, seemed less jittery about 


the pressures of performing than newcom- 
ers like the South China Normal University 
Macbeth team. After four days of profes- 
sional training in Shakespearean drama 
and elocution, each team was to ascend the 
stage and perform 15-minute segments of 
their Tempest, King Lear, or Midsummer 
Night’s Dream in front of 700 people and 
an international panel of judges. 

While the competitiveness was play- 
ful rather than cutthroat, the stakes in 
winning were tantalizing: a top prize 
of HK$100,000 to spend a week in Lon- 
don, including a trip to the Globe Theater. 
“That would be adream come true,” pined 


Shakespeare is just one part of a wave of liberal arts 


curricular reforms sweeping China’s universities. 





Song Qiling, playing Hermione in A Win- 
ter’s Tale. 

“Now let’s see how this works,” said 
Joe Graves during one of his master class- 
es with the team from Shenzhen Universi- 
ty. Mr. Graves, an American stage veteran 
and creative director of Peking University’s 
new Institute of World Theater and Film, 
had molded the bodies of Hamlet and Ger- 
trude in a pose of tensed anguish. 

“Put more feeling into the passage this 
time, Hamlet,” he said. “After all, you’re 
calling your mother a harlot! Say af- 
ter me: ‘O Shame!...” “O Shame!” 
growled Hamlet with murder- 
ous intensity. “Good, now: ‘O 
Shame! where is thy blush? Re- 
bellious hell, / If thou canst 
mutine in a matron’s 
bones, / To flaming s~ 
youth let virtue beas & 7 
wax...” Í 
Liu Shuai, playing 
Hamlet, faced a special 
challenge in performing the 
soliloquy, one of the most 
difficult in the Shakespear- 
ean canon: He does not 
speak English beyond an 
intermediate level. But 
he has played Hamlet 
before—in Chinese—as 
an acting major at Shen- 
zhen University. 

“We took a bold risk in casting a Ham- 
let who doesn’t really speak English,” said 
Zeng Sa, the team’s coach. “But he is a bril- 
liant actor with amazing ability to memo- 
rize and mimic, and he knows that picking 
up English is the key to an acting career.” 

While Liu Shuai is exceptional among 
the festival’s mostly English-major ac- 
tors, he arrived at the festival in the same 
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way as his peers: riding a wave of curric- 
ular innovations that is sweeping China’s 
universities. Since offering acting as ma- 
jor in 1995, Shenzhen University has also 
included majors such as photography and 
advertising. Nanjing University’s Xia Peng, 
playing Angelo in Measure for Measure, 
studied Shakespeare as part of his univer- 
sity’s three-year-old International Applied 
Social Science program, where Plato and 
St. Augustine are also on the 
curriculum. Modeling its 
curriculum on the liberal arts 
tradition of Western and Hong 
Kong universities, Shenzhen 
University has de-emphasized 
compulsory classes in favor of a 
widening array ofelective cours- 
es. A Shakespearean literature 
class, combining textual anal- 
ysis with performance, is one 
of the new elective courses 
on offer. 
“Shakespeare is the 
starting bell of Western 
literature,” said Ms. Zeng, who 
is also an English instructor at 
Shenzhen University. “His plays 
will always be required reading 
in our introductory English litera- 
ture courses.... But the faculty has 
become concerned that apprecia- 
tion of the classics, both Western 
and Chinese, is fading away as more 
young people get all their entertainment 
from Tv, the Internet, pop music, all these 
superficial channels. Chinese students are 
floating, and they need to be grounded. For 
students to appreciate Shakespeare now- 
adays, they don’t need someone forcing 
them into a chair and saying, ‘Read this! 
And recite it back to me! They need to be 
taught to read between the lines—or better, 


they need to be given the chance to act or 
direct these works.” 

Liu Li, playing Queen Gertrude, fell in 
love with Shakespeare while taking Shen- 
zhen University’s elective course on the 
playwright. “I saw my professor, Charlie, 
acting Hamlet during class,” she said, “and 
he acted so passionately that he seemed to 
be Hamlet. Then I became passionate about 
it too, because I saw that what Shakespeare 
reveals is the core of human nature, which 
is universal.” When the curtain fell on her 
team’s performance, she was groping at 
Hamlet’s feet and sobbing, having passed 
through an emotional arc from vexation to 
fear to incredulity to anguish. She left the 
festival with a best actor award. 

For festival actors like her, however, 
the artistic and intellectual efflorescence 
occurring in China’s universities is open- 
ing ever-more creative outlets, and Shake- 
spearean drama is just one. “If I can, Ill 
try as many different things in life as pos- 
sible. That’s my life goal,” said Ms. Liu. “I 
wanted to act Shakespeare because it was 
a new experience, and because I’ve tried 
everything else—singing, dancing, being a 
TV hostess. I even know how to bartend.” 
Before she started rehearsing Hamlet, she 
was already practicing for a national com- 
petition far more intense than the Shake- 
speare Festival: the Hostess Competition 
for the 2008 Olympic Games. 

“I know I can be a Tv hostess of Beijing 
2008 if I try hard enough,” she said. “In the 
first round, I showed the judges everything 
I knew. I spoke English, I sang songs from 
My Fair Lady, I danced. Then the judges 
asked, ‘Can you do anything else?’ And 
I said, ‘Yes! I can act Queen Gertrude in 
Shakespeare’s Hamlet!” She will enter the 
second round of the competition in July. 

Many of the amateur Shakespeareans 
were unfazed by the trials of performing 
in English on stage; they had undergone 
more grueling pressures preparing for na- 
tional speech contests. The grandest of 


these contests, like the cctv Cup Speech 
Competition, are geared toward showing 
off on national television the best Eng- 
lish-language-skills among China’s rising 
youth, and the finals are reserved for ex- 
actly the kind of wunderkinds who would 
strive to perform Shakespearean solilo- 
quies. Those who make it to the national 
finals are “almost guaranteed jobs by For- 
tune 500 corporations,” said Wang Weiwei, 
who played Lady Macbeth for South China 
Normal University, a teacher-training col- 
lege in Guangzhou. 

“Last year I entered the cctv Cup,” she 
said. “But I only made it to the provincial 
level in Guangdong. It might have been 
because the national judges were too con- 
servative. The speech topic was, ‘What is 
the Greatest Invention of All Time?’ And 
I chose the condom. I felt I had to take 
a stand on this issue. So I delivered my 
speech about how so many women don’t 
know how to protect themselves in China, 
and how wrong it is that thousands of them 
are entering hospitals to have two abor- 
tions within three months.” 

That Ms. Wang had wished to become 
Lady Macbeth at all is a testament to one of 
the festival’s goals: to expose Chinese stu- 
dents to the dramatic potential of the Eng- 
lish language, even as they are trained to 
use their English skills for utilitarian and 
commercial ends. 

“There are so many passionate, young, 
creative students out there who don’t even 
see acting as a possibility,” Mr. Graves said. 
“Were planting seeds.” 

Ms. Sun is not put off by the challenge 
of inspiring her finance-oriented students. 
“My goal in teaching English and drama is 
to create more humanities-oriented busi- 
nessmen. If the new generation only knows 
how to calculate, the world will be very 
sad.” She must be having some impact: Her 
university’s team, performing Julius Cae- 
sar, took top prize. Come August, they will 
be sitting in the Globe Theatre. I 
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Passing Fair 


IN THE BACKPACKER haven of Thamel, 
Kathmandu, the hungry trekker has plen- 
ty of cuisines to choose from. But isolated 
Nepal has yet to see its first McDonald’s 
or Starbucks. Nevertheless, locals have 
done their best to simulate fast food. The 
product itself is not bad, but the marketing 
could use some work. Our favorite was a 
an outlet called “Just Pass Fast Food.” 


Here Comes the Welfare State? 


IS CHINA GOING soft on workers’ rights? Ac- 
cording to a recent report, authorities are 
requiring factory owners to give workers 
a 15-minute maternity break. Apparently 
oblivious to the disastrous effect this de- 
struction of productivity will have on the 
workings of global capitalism... 

Oh, wait, it’s from the Onion. False 
alarm, folks, it’s only a parody. We can still 
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continue to buy goods at ridiculously low 
prices, secure in the knowledge that the 
workers who made them will never be able 
to demand humane working conditions, 


CNN Extortion 


IN OUR ROOM at the Imperial Hotel in Del- 
hi, we found a note from General Manager 
Pierre Jochem. Mr. Jochem, it seems, is 
being blackmailed by that famous Ameri- 
can band of dacoits, CNN. By demanding an 


“exorbitant 65% hike in the subscription 


fee,” the hotelier complains this has “per- 
sonally distressed” him. While not happy 

to lose access to CNN, guests can comfort 

themselves that they are staying in a hotel 

with a manager of such high integrity that 

he will not bow to the media’s extortion. 
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to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 
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> Building the natural gas 
infrastructure will cost 
$27 trillion. 


y There is almost as much 


natural gas in the ground 
as there is oil 
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A partner 

to design and integrate 
your global network 
end-to-end. 


that works 





When your network extends across the-globe, rely on Verizon Business 


to help you design, integrate and manage it quickly and efficiently. 
Our experts deliver creative solutions to securely connect your offices 


and coordinate your regional vendors where and when you do business. 
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Global capability with personal accountability. verizonbusiness.com veri On business 





